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. INTRODUCTION

Qualifications

Please state your name, position, and business addr ess.

My nameis Susan M. Baldwin. | am a consultant, and my business addressis 17 Arlington
Street, Newburyport, Massachusetts, 01950. | specialize in telecommunications economics,
regulation, and public policy, and consult to public sector agencies.

Please summarize your educational background and professional experience.

| have prepared a Statement of Qualifications, which isincluded as Attachment A.

Haveyou previously testified beforethe New Jer sey Boar d of Public Utilities(“ Board”)?

Yes. OnJuly 8, 2005 and August 19, 2005, | filed testimony in Docket No. TM 05030189, on
behalf of the Division of the Ratepayer Advocate (“ Ratepayer Advocate”), inwhich | analyzed
the proposed merger between Verizon Communications Inc. (“Verizon”) and MCI, Inc.
(“MCI”). On May 4, 2005 and June 1, 2005, | filed testimony in Docket No. TM 05020168 on
behalf of the Ratepayer Advocate, in which | analyzed the proposed merger between SBC
Communications, Inc. (“SBC”) and AT& T Corporation (“AT&T”). OnJanuary 10, 2005 and
February 4, 2005, | filed testimony in Docket No. TO01020095, on behalf of the Ratepayer
Advocate, in which | analyzed Verizon’'s request to classify business |ocal exchange service
offered to customerswith two to four lines as competitive. On December 22, 2004 and January

18, 2005, | filed testimony on behalf of the Ratepayer Advocate in Docket No. TT04060442
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inwhich | reviewed Verizon's petition for arate restructure. On February 4, 2004, in Docket
No. TO03090705, | submitted testimony rebutting V erizon’ s assertion of non-impairment for
mass market switching, high capacity loops, and transport in certain geographic areasin New
Jersey.r On January 23, 2004, in Docket No. TO00060356, | submitted testimony analyzing
Verizon's proposed use of financia livesin computing depreciation costsin itsrecurring and
nonrecurring total element long run incremental cost (“TELRIC”) studies. Also, in 1992, |
testified on behal f of the New Jersey Cable Television Associationin Docket No. T092030358,

regarding the Application of the New Jersey Bell Telephone Company for Approval of itsPlan

for an Alternative Form of Regulation.

Assignment

Q: On whose behalf isthistestimony being submitted?

A: This testimony is being submitted on behalf of the Ratepayer Advocate.

Q: What isthe purpose of your testimony at thistime?

A: The Ratepayer Advocate asked me to review the petition of United Telephone Company of
New Jersey (“United” or “United New Jersey” or “United NJ’) and LTD Holding Company
(“LTD”) (together, “ Joint Petitioners’) for approval of achangein ownership and control from
Sprint Nextel Corporation (“ Sprint Nextel”) to LTD.? The Ratepayer Advocate also asked me

Y In October 2004, | sponsored an affidavit on behalf of the Ratepayer Advocate, which was submitted to the

Federal Communications Commission in CC Docket No. 01-338, regarding network unbundling.

?l

Joint Petition of United Telephone Company of New Jersey, Inc. d/b/a Sprint and LTD Holding Company

for Approval Pursuant to N.J.SA. 48:2-51.1 and N.J.SA. 48:3-10 of a Change in Ownership and Control, Verified
Petition , August 26, 2005, (“Joint Petition”).
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to recommend specific conditions to protect residential and small business consumers from
potential harm and to increase the possibility of benefits flowing to consumers, should the

Board approve the Joint Petition.

Summary of testimony

Q:

A:

Please summarize your testimony.
The Joint Petition rai sesnumerousissues, which merit scrutiny by the Board. Amongtheareas
of concern that | have identified based on my review of the Joint Petition, supporting

documents and direct testimony, and responses to discovery are the following:

. Incomplete information: First of all, there are many unanswered questions and
numerous outstanding datarequeststhat bear directly onthe Board’ sassessment of the
merits of the proposed transaction. As| demonstrate below, it is premature for many
reasons for the Board to deliberate on the merits of the proposed spin off of Sprint’s
local operations. | reserve the right to supplement my testimony based on my review

of responses to outstanding data requests.

. Absence of S-1: The Joint Petitioners have yet to provide acopy of their S-1 either in
final or draft form. It isimportant for regulators to be able to compare the analysis
prepared for regulatory purposeswith that prepared for investment purposes, asthe S-1

reflects the most realistic assessment of risks related to the spin-off.
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Reverse Merger Savings: Sprint Nextel’s proposed divestiture of itslocal operations
represents a“reverse merger.” Indeed, the divestiture constitutes a sale of assets with
proceeds that should be shared with consumers. The Board should direct the sharing
of the proceedsfrom thisdivestiture and require the Petitionersto credit ratepayers, or,
in the aternative, to commit to specific levels of investment in New Jersey’s
infrastructure. Asthetransactionispresently structured, consumersdo not shareinthe

proceeds.

Adequate Compensation to consumers: The filing does not address the post spin-off
treatment of such key issuesas (1) Y ellow pages, (2) the use of the name of Sprint by
Sprint Nextel (e.g., will Sprint Nextel compensate the local spun-off company for the
use of the name?); (3) the cost of rebranding thelocal operationsthat are spun off (e.g.,
what istherationalefor the local company being obliged to rebrand rather than Sprint
Nextel?). In2003, Sprint solditshighly profitabledirectory publishing for $2.3 billion,
yet has not yet compensated New Jersey consumers. New Jersey consumers are

entitled to $65,000,000 as aresult of the sale.

Inter-company transactions. The Joint Petitioners do not explain adequately the

treatment of shared assets and the transaction services agreements that relate directly
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4



10

11

12

13

14

15

16

17

18

19

20

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739
to the relationship between Sprint Nextel and the spun-off local company, and the

ability of LTD to succeed.

Capital Structure: The reduction in dividend payments and increase in interest
expenses that the Joint Petitioners have planned may alter investors view of the
financia attractiveness of the spun off company, which, in turn, would affect the

financial soundness of the spun-off company.

Guarantee by Sporint Nextel: Sprint Nextel should guarantee the debt obligations that

LTD assumes and should also guarantee all pension obligationsfor LTD.

Modification of debt instruments to protect consumers: The debt instruments should
be modified to remove any requirement that excess earnings must be applied to the

debt obligations.

Declining Capital Expenditures. The Joint Petitioners' fail to explain adequately the
rationale for the projected trend of declining capital expenditures. Other than a
“keeping up with the Joneses’ approach to mimic the capital expenditure patterns of
other incumbent local exchange carriers (“ILECS’), the Joint Petitionersfail to justify

their plan to dramatically decrease investment in their network.

REDACTED VERSION

5



10

11

12

13

14

15

16

17

18

19

20

Direct Testimony of Susan M. Baldwin

NJ BPU Docket No. TM05080739
Declining Service Quality: The trend of declining service quality in United
Telephone' s New Jersey territory, particularly when considered in the context of the
Joint Petitioners plans for reducing their capital investment, jeopardizes consumers

of safe and adequate basic local exchange service.

Declining Subscribership: Recently released data from the Federa Communications
Commission (“FCC”) shows adeclining trend in subscribership in New Jersey, which

the Joint Petitioners have not yet addressed.

Absence of showing of positive benefits. The complex transaction could harm

consumers and yet would fail to yield positive benefits.

Risk to New Jersey consumers. By jeopardizing the financia viability of LTD, the
divestiture would jeopardize the reasonableness of the rates and the adequacy of the

service quality of United NJ slocal telecommunications services.

High executive compensation coupled with uncertain outcome for employees and
pension: Executives clearly would be compensated generously, but any positive

impact of the transaction on employees pensions and on employment levelsis less
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certain.

. The Joint Petition isfiled by thewrong party. Thereal owner of the wireline business
is presently Sprint Nextel. The Joint Petition also fails to contain the necessary
information required by applicable Board regulation. Therefore the Joint Petition

should be dismissed.

. Payphones. Sprint Payphone has not yet submitted a cost analysis that demonstrates
that its revenues exceed its expenses, and, therefore, the Board cannot determine
whether Sprint Payphone has complied with various FCC orders.

Did the Ratepayer Advocate raise concerns about the spin off when Sprint and Nextel

sought approval of their proposed merger?

Yes. At thetime, the Ratepayer Advocate stated, among other things:

According to the Communications Workers of America (“CWA”), Sprint’s
Local Division, which mainly serves rural customers, has for severa years
effectively subsidized its wireless business. One feature of the proposed
merger is a spin-off of this division into an independent ILEC.
Communication Workers of America encourages the FCC to require the
assets and debts to be divided equitably to ensure the viability of the

spun-off ILEC.
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The Ratepayer Advocate echoes the concerns of the CWA that rural landline
customers might be disadvantaged following the spin-off of the Sprint ILEC
if the assets and liabilities are not equitably assigned and allocated between

the new merged entity and the local spin-off. The FCC should take the steps

necessary to ensure that the spin-off occursfairly.

The Applicants contend that the CWA' s concerns are premature, and that the
FCC can address them when the Applicants, at a later date, seek approval to
spin off the local operations. However, the Applicants have squarely raised
this issue by announcing their intent to spin off the local operations, and,
therefore, it is entirely appropriate for the FCC to assess at |east some aspects
of the implications of such a transaction at this time. Accordingly, in
anticipation of thisspin-off, the FCC should requirethe Applicantsto maintain
comprehensive records of costs and revenues, subject to an outside audit, to

facilitate any future regulatory review.

Also, recognizing the anticipated net $12 billion in merger synergies, the FCC
should require the Applicants to: (1) record in detail all components of the

merger synergies as they occur (e.g., reduced costs, enhanced revenues, and
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transaction costs) so that, if and when, the local operations are spun off, the
timing is not such that the local business bears a disproportionately high share
of the one-time integration costs (which occur in the early years) and a
disproportionately low share of the recurring savings (which occur into
perpetuity); (2) agree to pay for an independent audit of the Applicants
operations as an integral component of its request for regulatory approval of
any spin-off of the local operations; and (3) commit to sharing the merger
synergies with the spun-off local operations based on the net present value of
the synergies. Without this last commitment, it is entirely possible that the
Applicants, relying on the most recent year of financial information (and one
which might reflect the high one-time, nonrecurring merger transaction costs)
will shortchange the local spin-off. The concern is that, in the context of
seeking regulatory and investor approval, merger applicantsexpressconfidence
in their ability to achieve synergies, but in the context of assigning merger
synergies to ratepayers (or likely to spinoffs), these same synergies will
suddenly become speculative, not “known and measurable.” The spin-off
should not occur in such away as to saddle the local operation with merger

costs and no merger benefits.

3 Applications of Nextel Communications, Inc., and Sprint Corporation, for Consent to the Transfer of
Control of Entities Holding Commission Licenses and Authorizations Pursuant to Sections 214and 310(d) of the
Communications Act, WT Docket No. 05-63, Comments of the Division of the Ratepayer Advocate, April 18, 2005,
at 6-7.
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Q: How did the FCC address the various concernsraised about the anticipated spin off?

A: The FCC stated,

Commenters suggest that, to the extent that our benefits analysisis predicated
on the spin-off of Sprint's Local Division, we must also consider any potential
harms to Sprint's wireline consumers that might result from the spin-off, and
that the merger must be conditioned upon the approva of the Applicants
commitment to a"fair and equitable allocation™ of corporate assets and debt at
the time of the separation of the Sprint's Local Division, whichis Sprint'slocal
exchange business.

Even though our benefits analysis in this transaction is not dependent on the
announced future spin-off of Sprint's Local Division, we note that Sprint and
Nextel have submitted a letter in this proceeding specifically addressing
CWA’scomments. Gary D. Forsee, Sprint's Chairman and CEO, and Timothy
M. Donahue, Nextel’'s President and CEO, submitted a letter to the
Commission on August 2, 2005, stating that the new local company, LTD
Holding Company, “will receive an equitable debt and asset allocation at the
time of its proposed spin-off so that the company will be afinancially secure,
Fortune 500 company.” They statethat “[i]ts stock isexpected to betraded on
the New Y ork Stock Exchange; and it anticipates having alevel of equity, debt
and other financial characteristics consistent with those of companiesthat have
been rated ‘ investment grade’ by major ratings agencies.” Furthermore, Mr.
Forsee and Mr. Donahue state that, as part of the state commission approval
process for this spin-off and resulting change of control of itslocal telephone
operations, Sprint Nextel “will demonstrate that the New Local Company will
possesstherequisitefinancial strength, in addition to managerial and technical
capability, to fully performits public service obligations.” Wefind that these
statementsrepresent commitments by Sprint Nextel that thenew local wireline
company, LTD Holding Company, will receive an equitable debt and asset
alocation at the time of its proposed spin-off so that the company will be a
financially secure, Fortune 500 company, and that Sprint Nextel will
demonstrate that the new local company will possess the requisite financial
strength, in addition to managerial and technical capability, to fully performits
public service obligations. In addition, these statements are presumably made
in accordance with the Commission's requirements of candor and truthful ness,
and, for this reason, we award them substantial weight.*

“

Sorint Nextel Order, paras. 182-183.
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Q: Did theFCC raiseissuesthat may bear on the Board’ sdeliberationsin thisproceeding?

A: Yes. Commissioner Adelstein, in his separate statement, raised, among other things, the goal

w
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of wireless broadband deployment, as the following excerpt indicates :

In thisvein, | am very pleased that the companies have committed to specific
milestones in the deployment of servicesin the 2.5 GHz band. | initially had
concerns about Sprint Nextel amassing such awide swath of spectrum in this
band without providing any clear plan for deployment. | raised these issues
with the companies, and have been encouraged by their response. They met my
concerns head on by providing a specific schedule of implementation
milestones that will ensure wireless broadband services will be deployed to at
least 30 million Americans across a number of markets, both large and small.
And, just asimportant, they put their money where their mouth is by agreeing
to be subject to enforcement action in the event Sprint Nextel fails to meet
these commitmentsfor reasonsof circumstanceswithinthe company’ scontrol.®

The Board should seek information about Sprint Nextel’s plans in New Jersey, and also
specific milestones for deployment of broadband wirelessin New Jersey.
Please elabor ate on other issuesthat arerelevant to consumersin New Jer sey.

Commissioner Copps raised issues pertaining to 911:

| believe we should have conditioned approval of thismerger on Sprint Nextel
either meeting its 911 deadline, or having awaiver or consent decree in place.
We should have insisted that Sprint Nextel immediately get itself on apath to
full public safety compliance. | am disappointed that we do not do more today
to ensure compliancewith our public safety deadline. | hopethat wedo not pay
aprice for this decision, because Nextel’s efforts to comply with our rules do
not seem to be working. | am pleased, however, that the company is
considering stepping up itseffortsto comply with our public safety rulesby, for
example, offering cash incentives to spur necessary upgrades. But whatever
efforts Sprint Nextel now takes, unless the company has a waiver or consent
decreeapproved by the FCC, it must still meet its December 31, 2005 deadline.
If it does not do so, and if there is no acceptable waiver or consent decreein

¥

Id., Statement of Commissioner Adelstein.
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place, today’ s Order states explicitly that the Commission “will not hesitate to
take enforcement action.”®

What isthe significance of thisissueto the Board?

Sprint Nextel should inform the Board about its progress in meeting the December 31, 2005

deadline.

Does FCC Commissioner Coppsraise other issues about the divestiture?

Yes. Commissioner Copps states, anong other things:

Pleaseelabor ateon thesignificanceof thisexcer pt from Commissioner Copps’ statement

Finally, I want to commend my colleague Commissioner Adelsteinfor hishard
work on this item, particularly on issues related to the 2.5 GHz band and the
wireline spin-off. | was pleased to support his effort to obtain acondition that
the merged entity must meet wirel ess broadband deployment milestonesusing
its 2.5 GHz holdings. This is vitally important spectrum that needs to be
utilized fully. | hope that these milestones will bring consumers some much
needed broadband competition. | am also happy to support the condition
related to the merged entity’ swireline spin-off. Thiswill help ensure that the
spin-off company is not weighted down by misallocationsthat could inhibit its
ability to compete. The merged entity has committed that the “LTD Holding
Company will receive an equitable debt and asset allocation at the time of its
proposed spin-off so that the company will beafinancially secure, Fortune 500
company.” The continued strength of this company is critically important to
itsworkersand itscustomers. The Commission will monitor thiscommitment
when we review the merged entity’ s application to effectuate this spin-off.’

in the FCC’s Sprint Nextel Order.

The Board should direct Sprint Nextel to inform the Board about Sprint Nextel’ splans, if any,

to deploy wireless broadband in New Jersey. Also, of even greater relevance to this

°l
i

Id., Statement of Commissioner Copps.

Id.
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proceeding, Commissioner Coppsstatesthat “[t]he Commission will monitor thiscommitment
[i.e., “to an equitable debt and asset allocation at the time of its proposed spin-off so that the
company will be afinancially secure, Fortune 500 company”] when we review the merged
entity’ s application to effectuate this spin-off.” The FCC, apparently, intends to review the
financial viability of the spun off company. The Board should require the Joint Petitionersto
submit copies of any and all materials that they submit to the FCC to the Board as well, and
to explain the intended timing of the Joint Petitioners application for FCC approval of the
divestiture.
What significance do you recommend that the Boar d afford the FCC’ sdeter minations?
A plain reading of the FCC’s order indicates that the FCC has not yet scrutinized the
implications of the spin off but rather relied on Sprint’ sand Nextel’ s statements, and deferred
their fina approval to afuture, unspecified date. Therefore, as| understand the FCC’ s order,
state public utility commissions are the first regulators to conduct an investigation of the
ramifications of the spin off.
How have you organized your testimony?
Section | isthe introduction to my testimony. In Section |1, | summarize my understanding of
theregulatory context for thisproceeding. Section Il presentsmy analysisof the Joint Petition.
Section |V addresses payphone issues. Section V provides the Board with preliminary
recommendations for merger conditions should the Board approve the merger. Section VI

concludes my testimony.
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[I. BACKGROUND

The Joint Petitioner shavenot yet demonstrated that the proposed spin off would yield positive
benefits.

Q:

Please summarize your understanding of the statutory requirements governingthe
Board’s merger reviews.

Under N.J.SA. 48:2-51.1, acquiring companies must request and receive the Board' swritten
approval. When evaluating a request for approval of transfer of control, the Board must

consider the merger’ simpact on the following:

. competition;

. the rates of ratepayers affected by the acquisition of control;

. the employees of the affected public utility or utilities; and

. the provision of safe and adequate utility service at just and reasonable rates.’

TheBoard isalso charged with producing a“ written report detailing the basisfor its decision,

including findings of fact and conclusions of law.”®

Under N.J.SA. 48:3-10, the Board must authorize asale or transfer of stock of apublic utility
to another public utility. The Board must ensure that public utility is able to meet its

obligations with respect to employee pension benefits.

8

9

N.J.SA. 48:2-51.1.

Id.
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How doestheBoard evaluatethemeritsof requestsfor approval of achangein control?
Most recently, in an order on the appropriate standard of review issued by the Board in the
pending investigation of the joint petition of Public Service Electric and Gas Company
(“PSE&G") and Exelon Corporation (“Exelon”), the Board unambiguously departed from the
“no harm standard.” The Board stated that it “shall utilize a positive benefits standard of
review. Pursuant to the positive benefits standard, in order for the proposed acquisition of
control and transfer of stock to be approved by this Board, the Joint Petitioners must show and
the Board must be satisfied that positive benefits will flow to customers and to the State as a
result of the proposed changein control, and, at aminimum, that there are not adverseimpacts
on any of the criteriadelineated in N.J.SA. 48:2-51.1.”%°

In your view, isa positive benefits standard appropriatein this proceeding as well?
Yes. As| demonstrate in detail below, based on the information available, the divestiture
would present significant risks to consumers yet provide negligible benefits. The significant
risk presented by the complex transaction warrants a standard of positive benefit.

What approvals do the Petitionersrequirein move forward?

Asdiscussed above, the FCC, apparently, intendsto review thetransaction.™ Also, numerous

10/

In the Matter of the Joint Petition of Public Service Electric and Gas Company and Exelon Corporation for

Approval of aChange in Control of Public Service Electric and Gas Company, and Related Authorizations, Order
on Sandard of Review, November 9, 2005, at 25. The Board also indicated its intention to undertake a rule making
proceeding and to propose a regulation to govern petitions to the Board for the acquisition of control of public
utilities. 1d., at 26.

11/

In his statement in the Sprint Nextel Order, Commissioner Copps states that “[t]he Commission will

monitor this commitment when we review the merged entity’ s application to effectuate this spin-off.”
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state public utility commissions (*PUCS’) are investigating the divestiture. Exhibit SMB-1

summarizes the pending proceedings in other states.

Background of this proceeding

Please describe generally your under standing of this proceeding.

In December 2004, Sprint Corporation (“ Sprint”) and Nextel Communications (“Nextel”)
announced their intention to merge into a single company (“ Sprint Nextel”). After receiving
the necessary approvals,*> Nextel merged with asubsidiary of Sprint on August 12, 2005. As
part of the merger agreement, Sprint and Nextel agreed to separate Sprint’s local incumbent
wireline services as an outside company. Toward thisend, asubsidiary of Sprint Nextel, LTD
Holding Company (“LTD"), was created. Pending regulatory approval and a favorable tax
ruling, LTD isintended to become the parent company of Sprint’s ILECs. Sprint Nextel then
intendsto spin-off LTD to Sprint Nextel shareholders. On August 26, 2005, United Telephone
Company of New Jersey (“United” or “United NJ"), which is Sprint's New Jersey incumbent
local exchange carrier (“ILEC”), and LTD (together, “ Joint Petitioners’) filed ajoint petition
for approval of achangein ownership and control of United's licenses with the Board (“ Joint

Petition”).

12/

Applications of Nextel Communications, Inc. and Sprint Corporation for Consent to Transfer Control of

Licenses and Authorizations, WT Docket No. 05-63, File Nos. 0002031766, et a., Memorandum Opinion and
Order, FCC 05-148 (rel. Aug. 8, 2005).

REDACTED VERSION

16



10

11

12

13

14

15

16

17

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739

In support of its petition, the Joint Petitioners submitted the testimony of Mark A. Gast
(Director - Regulatory Analysis and Reporting for Sprint Nextel, addressing the financia
capabilities of LTD), Richard A. Hrip (Vice President - External Affairs for Sprint/United
Management Company, testifying in support of the Joint Petition), Kevin P. Collins(Managing
Director at Houlihan, Lokey, Howard & Zukin Financial Advisors, Inc. (“HL"), addressing
certain financial aspects of the proposed transaction, and sponsoring HL’ s “ Sprint Report”),
and John W. Mayo (consultant, addressing the public policy merits of the proposed spin off)."
Please describethe general parameters of the proposed transaction.

Under the proposed transaction and pending necessary approvals, Sprint Nextel will transfer
the licenses, assets, and liabilities of United New Jersey (and other Sprint ILECs) to LTD
Holding Company. LTD will then be spun-off to Sprint Nextel shareholders. LTD will issue
raise capital in the financial markets in order to compensate Sprint Nextel and to acquire the
desired debt/equity mix. After LTD assumes control of United NJ, the shares of LTD will be
issued to the existing shareholdersof Sprint. LTD Holding Company proposes also to assume
control of Sprint Payphone Services, Inc. and Sprint Long Distance Inc., aswitchlessreseller
of long distance services.”*  Asdescribed by Mr. Gast, “[o]wnershipin the stock of United

NJ will ssimply transfer from Sprint’s balance sheet to the new LTD Holding Company’s

13/

On October 11, 2005, the Joint Petitioners provided the Ratepayer Advocate with a compact disk labeled

“Highly Confidential CD” containing reports from investment analysts and credit rating agencies, the Houlihan
L okey workpapers, and pension analysis workpapers.

14

Joint Petition at 3; Hrip Direct (Joint Petitioners) at 4.
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balance sheet.”*°

The LTD Holding Company will include the following management: Daniel R. Hesse will be
the chief executive officer; Michael B. Fuller, the Chief Operating Officer; Gene Betts, the
Chief Financia Officer; Tom Gerke, the General Counsel; and James A. Hansen the senior

officer leading the network and Customer Service Organization.™

Sprint Communi cations Company L.P., which has been the long distance provider for United
NJ's customers who selected Sprint, will remain a subsidiary of Sprint, and LTD Long
Distance, a newly formed company, will be the long distance entity that is affiliated with the
LTD Holding Company. LTD long Distance intends to purchase wholesale long distance

services from Sprint Communications Company L.P."’

Q: I's Sprint Nextel one of the petitionersin this proceeding?

No. The Joint Petitioners consist solely of United NJ and LTD. However, as the parent
company, Sprint Nextel isclearly involved in, and indeed, presumably directing the terms of
the spin off. By contrast, LTD, at this point, is a “shell” that is not yet up and open for
business. Sprint Nextel ownsLTD, and, asthe parent company, isissuing stock. Therefore,

o Gast Direct (Joint Petitioners) at 5.

19/ Id. ,at 7-8.

Yy Id., at 8-9.
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Sprint Nextel, not LTD, isthe legal entity that should be supporting the Joint Petition.
Isthe proposed divestiture a straightforward transaction?

No. The divestiture raises numerous complicated accounting and public policy issues. As
described by Mr. Hesse to investors, the spin off is a “resource-intensive and complex
endeavor.”*® Among the fundamental questions that | urge the Board to consider is whether
the complexity of this transaction is justified, i.e.,, whether Sprint Nextel is properly
compensating ratepayers for the significant risk that the divestiture would create.
Have the Joint Petitionersfinalized their “S-1"form?

No. Sprint Nextel has not finalized or filed its “ S-1'form with the Securities and Exchange
Commission (“SEC”). The SEC form S-1, which isused by public companiesto register their
securitieswith the SEC, containsthebasi c businessand financial information on anissuer with
respect to a specific securities offering. Because investors may rely on the prospectus to
consider the merits of an offering, the prospectus is an important document that should be
available also for the Board' sreview. However, the S-1 has not yet been finalized and even
a draft has not yet been provided to the Ratepayer Advocate and to the Board.” In its
presentation in October 2005 to investors, Sprint Nextel indicated that it anticipated finalizing

SEC filings at the end of 2005.”%°

18/
19/

20/

Sprint Nextel Third Quarter 2005 Investor Relations Webcast; http://www.sprint.com/investors/webcasts/

Response to RPA-5.

Sprint Nextel Third Quarter 2005 Investor Relations Webcast; http://www.sprint.com/investors/webcasts/
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Hasthe proposed spin-off been subject to car eful financial scrutiny by Sprint’sfinancial

Thisisunclear. Asrecognized in thejoint proxy statement by Sprint Nextel when they sought

There are significant operational and technical challenges that will need to be
addressed in order to successfully separatethe assetsand operationsof thelocal
telecommunications business from the rest of the resulting company. ... In
addition, the subsidiary to be spun off is expected to incur substantial
indebtedness before the spin-off, the proceeds of which will be distributed to
Sprint Nextel inexchangefor the assets contributed to the subsidiary to be spun
Did either of Sprint’stwo financial advisor s, engaged in connection with itsmerger with
Nextel, analyze the implications of the spin-off?
No. Sprint’s financial advisors in connection with its merger with Nextel were Lehman
Brothersand Citigroup.?? The proxy statement clearly statesthat “Lehman Brotherswas not
requested to opine as to, and its opinion does not in any manner address, the contempl ated
spin-off, including the underlying busi ness decision to proceed with or effect the contempl ated

spin-off.”# Similarly, “ Citigroup was not requested to opine asto, and its opinion does not in

any manner address, the contemplated spin-off, including the underlying business decision to

Q:
advisors?
A:
shareholder approval of their merger:
off. 2
Q:
A:
21/

NJ010623-NJ010624 (pages 30-31 of the Sprint Nextel Joint Proxy Statement, dated June 10, 2005),

provided in response to RPA-237.

22/

23/

Id., at NJ010542.

Id., at NJ010643.
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proceed with or effect the contemplated spin-off.”?

Q: What are the implications for the Board of the fact that Sprint Nextel has not yet

finalized its S-1 statement for potential investors?

A: The Board should not be expected to render aregulatory decision before the Joint Petitioners

have prepared an S-1 for potential investors and, if shareholder approval is required for the
spin-off, an S-4 for shareholders. The way that Sprint Nextel represents the transaction to
regulators (asreflected inthe HL report) may differ from the way that Sprint Nextel represents

the transaction to its investors and shareholders.

Q: How does Sprint Nextel intend to monitor LTD’sfinancial information in anticipation

of the proposed spin off?

A: <<<BEGINHIGHLY CONFIDENTIAL

"ZEND HIGHLY CONFIDENTIAL>>> Sprint Nextel explained to investors that it

is“[t]argeting to ‘operate internally asa‘ separate’ company by 1Q06.” * Theimplications of

vl Id., at NJO10646.

=/ “SpinCo Blueprint, Work in Progress,” July 1, 2005, pages NJ007322 - NJO07363, at NJ007359.
%/ “ Sprint together with Nextel Investor Update, October 26, 2005, revised November 9, 2005,
http://www.sprint.com/investors/earnings/qe/3q05pres.pdf, at 28.
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this “separate”’ operation are unclear and merit further explanation. In any event, the Board
should require Sprint to submit financial documents that correspond with these financial
tracking plans so that the Board can assess whether Sprint is compensating LTD adequately.
What serviceswill the spun off company offer?

United NJ s ability to continue to offer long distance service will be based on a combination
of commercia agreements, including sales agency and wholesale long distance agreements
entered into between LTD (or a subsidiary) and Sprint Communications Company L.P.#
Among theprovisionsof thecommercial long distancewhol esaleagreementisaM ost Favored
Nation (“MFN”) component that entitles LTD to wholesale pricesfor long distance voice and
data product at prices equal to or lower than those provided under contract to other similarly
situated non-affiliate purchasers of services from Sprint.® LTD will offer wireless services
through a combination of commercial sales agency and Mobile Virtual Network Operator
(“MVNO") resaleagreementsbetween L TD (or asubsidiary) and Sprint.?® When asked about
any new products or services that LTD will offer post spin-off, the Joint Petitioners ssmply
indicate that LTD intends to offer long distance and wireless service under its own brand

name.* LTD isexpected toinclude North Supply. The Joint Petitioners objected to providing

27/
28/
29/

30/

Gast Direct (Joint Petitioners) at 15.
Gast Direct (Joint Petitioners) at 18.
Gast Direct (Joint Petitioners) at 19-20.

Response to RPA-103.
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copies of all third party agreements for long distance and wireless, and to documents relating
to the negotiations between Sprint and third parties.®

The Petitioners explanation of the rationale for the spin off isnot persuasive.

Q: What isyour understanding of therationale for the proposed L TD Spin-off?

A: A document titled <<<BEGIN HIGHLY CONFIDENTIAL

3 Response to RPA-144.

¥ NJOO07467-NJ007475, provided in response to RPA-60 (and also to RPA-61, RPA-62, RPA-63, RPA-64,
and RPA-78). From henceforth, the reference will be solely to RPA-60. The “update” document is dated July 15,
2005. Because the Joint Petitioners did not specify the “ cut-off” date for providing documents responsive to the
information request, it is unclear whether more recent versions of the update have been prepared in the past four
months.

3 Id., at NJOO74609.
3y Id
%/ Id
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36/

Id., at NJOO7471.
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" END HIGHLY CONFIDENTIAL>>>

Q: Have your reviewed other internal documents concer ning the proposed spin-off?

A: Yes. Among others, | reviewed <<<BEGIN HIGHLY CONFIDENTIAL

87 Id., at NJOO7473.

38/

In response to RPA-60 through RPA-64 and RPA-78, the Joint Petitioners provided voluminous documents,

including, among others, at least three versions of a document, “ SpinCo Blueprint.” In order by page number, these
documents are dated May 1, 2005, “Work in Progress’ beginning on page NJ007258; a comparable “Work in
Progress’ document, beginning on page NJ007322, which is dated July 1, 2005; and also “Work in Progress,” dated

June 10, 2005, beginning page NJ007396.
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““END HIGHLY CONFIDENTIAL>>>
How doesthe Joint Petitioners policy witness depict the transaction?
Among other things, Dr. Mayo states:

Themerger of Sprint and Nextel inthewirelessarenawill have created
a very large and national company whose strategic interests are
distinctly “wireless’ and “nationa.” In contrast, LTD Holding
Company, including United NJ, will have the opportunity to focus its
competitive energies on providing value for, and securing the business
of, consumers within its local geographic footprint. This heightened
focusandrelianceonitslocal customersfor itsfinancial successmeans

“SpinCo Blueprint, Work in Progress,” July 1, 2005, pages NJ007322 - NJ007363, at NJ007324.

Q:
39/
40/ Id., at NJOO7327.
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that the company will have maximal incentives to create valued and

innovative services for these customers. The re-organization, then,

neatly alignsthe firm's self-interest and those of consumers.*
HasDr. Mayo conducted any analyses of United NJ and/or of theimpact of the proposed
divestiture on the financial health of United NJ?
No.
Thelocal focus would seem to benefit New Jersey’s customers. Please comment.
Althoughthelogiciscompelling because L TD, apparently, rather than pursuing large business
customers around the globe, will focus on its local operations in New Jersey, as| discuss
elsewherein thistestimony, other aspects of the proposed transaction aretroubling. Although
LTD purportedly seekstofocuslocaly, itisal so planningto scaleback itsnetwork investment,
has not addressed declining service quality and apparently is not addressing declining
telephone subscribership in New Jersey. Furthermore, the rhetoric regarding local focus
neglectsto addressthelikelihood that L TD may be readying itself to be acquired, to round out
another carrier’s portfolio, or alternatively is readying itself to acquire another company.
Arethereany other potential weaknessesin the purported benefit of a “local focus’ ?
Yes. Sprint Nextel management will continue to control LTD as aresult of their significant
ownership of stock in the spun off company. This stock ownership will give them de facto

control of the new company, thusundermining the purported benefit of independenceand local

focus.

41/

Mayo Direct (Joint Petitioners),at 8-9.
REDACTED VERSION
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Have you had adequate opportunity to review the various documentsfiled by the Joint
Petitionersin support of their application?
No. Numerous voluminous documentswere provided November 23, 2005 and November 25,

2005, which this testimony does not fully address.
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[11. JOINT PETITION

The Joint Petitioners descriptions lack sufficient detail about the markets they serve and
consumer benefits.

Q: Please describe Sprint Nextel.
A: In its order approving the Sprint Nextel merger, the FCC described Nextel and Sprint (pre-

merger) as follows:

Today, Nextel is the fifth largest provider of mobile telephony service in the
United States based on subscribership. As of December 31, 2004, Nextel
provided service to over 16.2 million subscribers, which consisted of 15.0
million subscribers of Nextel-branded service and 1.2 million subscribers of
Boost Mobile, a Nextel affiliate, and reported $13.4 billion in operating
revenuesfor 2004. Nextel together withitsaffiliate, Nextel Partners, currently
utilize the iDEN technology to serve 297 of the top 300 U.S. markets where
about 260 million people live or work.*

Currently, Sprint is the third largest provider of mobile telephone voice and
related data services in the United States in terms of subscribership. Sprint
PCShad 24.7 million customers as of December 31, 2004: 17.8 million direct,
postpaid subscribers, 3.2 million through affiliates, and 3.7 million wholesale
subscribers.  Sprint reported $14.6 billion in revenues for 2004.  Sprint's
CDMA network isnow availablein 99 percent of the major metropolitan areas
in forty-eight states, the Virgin Islands, and Puerto Rico. Sprint, together with
third party affiliates, operates PCS systemsin over 350 metropolitan markets,
including the 100 largest U.S. metropolitan areas, and reaches approximately
250 million people. Sprint has been able to increase its coverage area by
entering into roaming agreements with various carriers throughout the United
States.®®

42 /

43

Sorint Nextel Merger Order, para. 7, cites omitted.

Sorint Nextel Merger Order, para. 10, cites omitted.
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Sprint provides wireless, long distance, and local communications services. Sprint’sILECS
offer local, long distance, data, wireless and video services.* LTD Holding Company would
be the largest independent local exchange carrier in the nation, with revenues in 2004 that
exceed $6 billion.”

Please describe United NJ’s oper ations.

United NJs original parent company was United Telecommunications, Inc. (“United
Telecom”), which acquired multiple telephone companies including New Jersey Telephone
Company in 1931, Sussex Telephone Company in 1953, West Jersey Telephone Co. In 1976,
the Hillsborough and Montgomery Telephone Company in 1979, and Continental Telephone
Company of New Jersey in 1984. The merger of five United Telecom companies, approved

by the Board in Docket No. TM8704290, effective July 1, 1987, led to United NJ as the

United NJ serves 213,031 access lines in New Jersey.*” United NJ serves <<<BEGIN

Q:
surviving corporation.“
CONFIDENTIAL
44y Joint Petition, at 3.
*f Id., at 14.
“/ Hrip Direct (Joint Petitioners) at 6.
ol Id. ,at 3.
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END CONFIDENTIAL>>> United NJ serves <<<BEGIN HIGHLY

CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>%

Q: What isthe geographic distribution of United NJ’s customer s?

<<<BEGIN HIGHLY CONFIDENTIAL

* END HIGHLY
CONFIDENTIAL>>> Confidential Exhibit SMB-C-2 shows the location of United NJ's
residential and business customer by wire center and by designation of either urban, suburban,

or rural.

Q: Please describe briefly Sprint Nextel’s national oper ations.

Florida, North Carolina, Nevada, and Ohio represent the vast mgjority of all LTD access

lines.>® Exhibits SMB-3 summarizes major financial information for the years 2001 through

8 Responses to RPA-21, S-4.

9/ Response to S-48.

%0/ Responses to RPA-21 and RPA-22. For the purposes of HL's analysis, urban areas are defined as wire
centers with more than 300 access lines per square mile; suburban areas as those with between 100 and 300 access
lines per square mile, and rural areas as those wire centers with fewer than 100 access lines per square mile.
Response to RPA-22.

51 “SpinCo Blueprint, Work in Progress,” July 1, 2005, pages NJ007322 - NJO07363, at NJ007326. See
confidential response to S-5 for alisting of access lines by state. The total shown in this response (at NJOO3106) is
significantly less than the 7.5 million access lines reported elsewhere by Sprint, possibly because they include only
residential lines.
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2003 for Sprint’s Loca Division, PCS Group, and Global Markets Division. More recent
datashowsthat operating income from wirel ess operations continuesto increase significantly.
Between 2004 and 2005 (from September to September), wirel essoperating income increased
from $1.146 billion to $1.661 billion.>> During the same time period, net income from the
local operationsincreased from $1.281 billion to $1.351 billion.*

Doesthe HL Report include an estimated balance sheet for LTD?

Yes. Sprint Nextel provided HL with an actual balance sheet as of December 31, 2004. HL
then made various adjustments to estimate LTD’s balance sheet as of June 1, 2006.>* The
estimated adjustments correspond anticipated transactions such as new bank debt, cash
distribution from LTD to Sprint Nextel, and changesin assets.™ Highly Confidential Exhibit
SMB-HC-4 summarizes HL’ s estimate of LTD’ s pro forma balance sheet as of June 1, 2006.
Highly Confidential Exhibit SMB-HC-5 summarizes the various adjustments that HL
anticipatesand that HL incorporatesin the estimate of the June 1, 2006 balance sheet for LTD.
Please comment generally on the use of data from December 31, 2004 asthe basis of the
projection.

The use of datafrom almost one year ago means that the estimate provided by HL isbased on

52/

Sprint Nextel Form 10-Q, filed November 9, 2005 for the period ending September 30, 2005, provided in

response to RPA-83.

53 /
>

55/

Id.
HL Report at 16-17.

Id.
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afoundation that is so old as to render the projection dubious.

Allocation of shared assets

How would Sprint Nextel allocate and assign the shar ed assets?

According to the Joint Petitioners, 96 percent of the gross property, plant, and equipment of
LTD will remain with the local telephone division of Sprint, including United NJ, after
separation.® Theremaining 4 percent represents shared assets, which will betransferred from
the existing management company, Sprint United Management Company, to the management
company to be associated with LTD. Thetransfer will occur at net book value, and, according
to Sprint, the “fair market value of these shared assetsis not known and therefore the impact
of thetransfer using fair market value cannot be determined.”*’ | haveincluded asSMB-HC-6,
Sprint’s analysis of its shared asset assignment, which it provided as a highly confidential
attachment to its response to RPA-74.

Please describehow L TD Holding Company and L TD will obtain servicesfrom Sprint.
LTD holding Company will obtain certain services on an interim basis pursuant to “transition

services agreements.”*®

%/ Response to RPA-74.
> Id.

%8/ Joint Petition, at 10.
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What benefits do the Joint Petitioners identify for consumers and small business

The Joint Petitioners assert that the separation of Sprint’ sincumbent local wireline operations
from its parent company will benefit United NJ sresidential and business customers, and that
the spun off company’s “primary strategic focus will be building upon its local wireline

capabilities by providing a full portfolio of quality services to residentia and business

How does Sprint Nextel portray the spin off toitsinvestors?
In its annual report, Sprint Nextel states:

Strategically, our plan to spin off our local business makes a lot of
sense. First, our growth strategy is focused on integrated solutions; so
inrecent yearswe' veinvested heavily in our wirelessand I P platforms.
Second, the local spin-off will help the combined company clarify its
growth strategy - including eliminating potential conflict with our
strategy of enabling the cable operatorsto deliver video, dataand voice
service nationwide, as well as eliminating potential tension from the
combined company's strategy to displace local access lines through
wireless substitution. Finally, we believe the spin-off will put a
spotlight on the underlying value of Sprint'slocal exchange assets. This
new freestanding enterprise will rank as the largest non-RBOC local
company, providing service in 18 states to 7.6 million access lines.
Based on 2004 revenues of more than $6 billion, it will be a Fortune
300-level company with a strong financia profile. We expect the
spin-off of our local business to occur in 2006.%°

Q:
customers?
A:
customersin itslocal territory.”>
Q:
'l Id., at 2.
60/

Sprint Corporation 2004 Annual Report and Form 10-K, May 2005, page 7.
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Please summarize your preliminary assessment of the purported benefits of Sprint
Nextel’s proposed spin off of itslocal operations.

As | understand the transaction at this time, the spin off would at best, leave consumers no
worse off than they are. The purported benefit of morelocal focusand clarity do not outweigh
the risk to consumers of the fundamental restructuring of the local operations. The spin off

poses risks to consumers, that the Joint Petition does not sufficiently address.

The impact of the proposed spin off on competition is unclear, and, in any case, would not
increase competitive alternatives for customers of basic local exchange service.

Q:

A:

Would Sprint Nextel’s spin off of itslocal division affect competition in New Jer sey?
Yes. Sprint Nextel would compete directly with LTD for local customers. Both companies
would offer bundled servicesto customers, although the make-up of the bundleswould likely
differ.

Would the presence of two carriers, where now thereisonly one, enhance competition
in the local market?

At this point, there is no evidence that the competition would enhance competitive prospects
for customersinrural areasand customerswith low to moderate needsfor telecommunications
services. Furthermore, the divestiture could makeit lesslikely that Sprint Nextel or LTD will

compete beyond their footprint.
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What isthe status of competition by competitive local exchangecarriers(“*CLECS’) in
United NJ'sterritory?
There is minimal CLEC presence in United NJs territory. <<<BEGIN HIGHLY

CONFIDENTIAL

END HIGHLY
CONFIDENTIAL>>>% See also the Joint Petitioners response to RPA-86, which is
included with the exhibitsto my testimony, and which shows CLECS' presence by wire center
and by mode of entry.
Have the Joint Petitioners provided data about consumers’ actual present demand for
intermodal alternatives?
No. The HL Report includes projected demand for competitive suppliers services. Among
other assumptions, theHL Report isbased onthefollowing predictions:<<<BEGINHIGHLY

CONFIDENTIAL

Response to RPA-85.
REDACTED VERSION
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END HIGHLY CONFIDENTIAL>>>%

Q: How much weight should the Board afford to intermodal alternativesin United NJ's
territory?
A: Minimal. First, to use VolP, one needs broadband access, which less than a quarter of

households have.”® Furthermore, the vast mgjority of households use wireless to supplement
their primary basic local exchange service, not to substitute for basic landline service. The
FCC recently stated that “[e]vidence indicates that, overall, approximately 6 percent of
househol ds have chosen to rely upon mobilewireless servicesfor all of their communications

needs.”®

&2 HL datad1.ppt, “Local Telecommunications Division, 2005 — 2007, Business & Financial Plan”

&3 In October 2003, approximately 20% of U.S. households subscribed to a broadband service. A Nation
Online: Entering the Broadband Age, U.S. Department of Commerce (Sept. 2004), at 1.
&4 In the Matter of Verizon Communications, Inc. and MCI, Inc. Applications for Approval of Transfer of
Control, FCC WC Docket No. 05-75, Memorandum Opinion and Order, Rel. November 17, 2005 (“Verizon/MCI
Merger Order”), at para. 91.
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But didn’t the FCC also determine that facilities-based Vol P and wireless should be
included in an analysis of concentration in the local market?

Y es, but it isimportant to recognize that the FCC’ s quantitative analysis, although it includes
intermodal alternatives, incorporates measures of actual demand, and does not include
projected or speculative demand.

Please explain.

First, theFCC stated initsrecently issued decisionintheVerizon/M Cl merger proceedingthat,
“[b]ased on the record in this proceeding, we identify three relevant product markets for our
mass market analysis. (1) local service; (2) long distance service; and (3) bundled local and
long distance service.®® The FCC further explainsthat “[b]ased on record evidence, we define
the market for local serviceto include not only wirelinelocal service, but also certain types of
VolIP service to the extent that consumers view them as close substitutes for wireline local
service. In addition, the record evidence suggests that for certain categories of customers,
mobile wireless serviceis viewed as a close substitute to wireline local service.”®

How did the FCC recently describe the role of Vol P and wireless services in the local
mar ket?

The FCC stated that “the record indicates that mass market consumers view facilities-based

Vol P services as sufficiently close substitutes for local serviceto include them in the relevant

65/

66/

Id., at para. 83.

Id., at para. 86 (emphasis added).
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product market.”®" The FCC elaborated that “[w]hile we recognize that facilities-based Vol P
services may not be avail able ubiquitously in Verizon' sterritory, our product market analysis
does not require that all mass market consumers would be willing or able to substitute Vol P
servicefor wirelinelocal service, or eventhat it be widely availablefor it to beincluded in the
relevant product market. Rather, our product market definition analysisonly requiresevidence
of sufficient demand substitutability in those geographic markets where facilities-based Vol P

serviceis available.” %

Q: Doesthe FCC include so-called “ over-the-top” Vol P in therelevant market?
No. FCC excludes “over-the-top” Vol P from the relevant product market analysis for local
services.®® Over-the-top Vol P “includes those providers that require the end user to obtain
broadband transmission from athird-party provider, and such Vol P providerscanvary interms
of the extent to which they rely on their own facilities.”
Q: How doesthe FCC characterize wireless service?
The FCC stated, “[b]ased on the factors discussed in this section, we conclude that mobile
wireless services should beincluded within the product market for local servicesto the extent
that customers rely on mobile wireless service as a complete substitute for, rather than
&7y Id., at para. 87.
&8 Id., at para. 88 (note omitted).
&9/ Id., at para. 89.
o/ Id., at para. 87.
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complement to, wirelineservice.””* The FCC also noted it agreed “ with commenterswho note
that the record does not present credible evidence that mobile wireless services have aprice

constraining effect on all consumers’ demand for primary line wireline services.”

Thekey element inthe FCC’ sanalysisof intermodal alternativesisthat the FCC only included
those instances in its market concentration calculations where evidence suggests that
consumers actually use wireless and VolP as substitutes. The Verizon/MCI Merger Order
contains the following explanation of the FCC’s methodol ogy:

We estimate total residential local access lines in each relevant
geographic market by summing the number of wireline local access
lines(i.e., residential resoldlines, residential UNE-Plines, non-Verizon
residential E-911listings, Verizon's residential access lines) and an
estimate of the number of residential wireless-only lines. We estimate
residential wireless-only lines in two steps. First, we assume that the
total number of al local access lines is the number of landline
residential linesin Verizon's franchise areas divided by 94% (100%
minus that 6% of residential customers that rely solely on wireless).
Second, we estimate the number of wireless-only lines by taking the
difference between the estimate of thetotal number of local accesslines
and the total number of wireline local access lines. We estimate
Verizon’ sshareof theresidential wireless-only linesby multiplyingthe
estimate of residential wireless-only lines by an estimate of Verizon
Wireless's share of mobile wireless based upon mobile wireless lines
in the NRUF database. Facilities-based Vol P lines will be captured in
the E-911 listings. We note that, although we do not intend to include
over-the-top Vol P subscribersin our market share cal cul ations (because
we are unable to determine which services fall within our relevant

Q: Please elabor ate.
& Id., at para. 91.
2/ Id., at footnote 276.

REDACTED VERSION

40



b WNBEF

»

10

11

12

13

14

15

16

17

18

19

20

21

22

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739

product market), subscribersto some of these servicesmay beincluded
in the E-911 listings, and thus included in our market share
calculations.”™
Please summarize your analysis of theimpact of the proposed spin off on competition.
Although the spinning off Sprint Nextel’slocal division would seem to enhance competition

(by creating two carriers competing for the same customer base), it is unlikely that the

competition will be focused on rural customers or on low and moderate income customers.

The financial report, prepared on behalf of the Joint Petitioners, appears to be designed for
regulatory purposes, but not for investors use.

Q:

Please describe the purpose and content of the report prepared by Sprint Nextel’s
financial advisorsthat the Joint Petitioners submitted to the Board in support of their
request for approval of the proposed change in ownership and control.

The Joint Petitioners engaged Houlihan Lokey Howard & Zukin (“Houlihan Lokey” or “HL")
to perform an independent valuation of LTD Holding Company and to evaluate the financial
health and capitalization of LTD Holding Company following the spin-off from Sprint Nextel.
Houlihan Lokey utilizes financial information and projections provided by the Joint
Petitioners’ management teams, and assumesthat economic, market, and financing conditions
remain constant through the projected date of separation, June 1, 2006. In addition, Houlihan
Lokey extends some financial projections through the period 2008 to 2010. This analysis

culminates in a document, “Report to Sprint Nextel Corporation, Analysis of LTD Holding

73/

Id., at footnote 307.
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Company,” August 15, 2005, provided as Exhibit B to the Collins Direct Testimony
(“Houlihan Lokey Report” or “HL Report”), which the Joint Petitioners submit in support of
their Petition.

Did the Joint Petitioner sengage any other advisor regarding the proposed transaction?
Yes. Sprint engaged numerous other advisors in connection with the transaction, including
KPMG (to conduct an independent audit of LTD Holding Company to support the filing of
SEC Form 10), Deloitte & Touche, Salt (regarding brand development), Dean & Co. (for “ cost
profile” consulting), John Mayo (expert testimony), InCode (to assist with wireless strategy,
operations, andlaunch), Visage, TWG and CX O Advantage, and Watson and Wyaitt (regarding
the planning and design of retirement program).” Although the Ratepayer Advocate requested
the documents prepared and reviewed by these advisors, the Joint Petitioners have not yet
provided responsive information except for documents provided by HL, Mayo, and Watson
Wyatt.”

How did HL determinethefair market valueof LTD?

HL used three different methodol ogies to determine the fair market value of LTD:

. market multiple methodol ogy;

. comparable transaction methodology; and

Sprint response to RPA-65.

Id.
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. discounted cash flow methodology.™

Please briefly describe each of these three methodologies.

Themarket multiplemethodol ogy considersacompany’ senterprisevalueinrelationto certain
metricsof itsoperations. Inthiscase, HL analyzed multiplesof earningsbeforeinterest, taxes,
depreciation, and amortization (“EBITDA”) and access lines for a group of purportedly
comparable companies. The results of thiscomparison were then applied to the EBITDA and

access lines metrics availablefor LTD.”

The comparable transaction methodology seeks to estimate the value of a company by
considering the enterprise value per access line implied by the market value established in
previous similar transactions. The range of enterprise value per accesslineisthen applied to

the number of accesslinesserved by LTD.™

The discounted cash flow (“DCF’) methodology estimates the value of a company by
calculating the present value of the projected stream of cash flows. In this case, HL summed

the discounted future cash flows through 2010 and aterminal value of the company in 2010.”

76/
77/
78/

79/

HL Report, at 38.
Id., at 39-40.
Id., at 41, 58-59.

Id., at 42-43.
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Various factors affect the reasonableness of a DCF, including, among other factors, the
assumptions about costs and revenues. For example, to assess the reasonableness of revenue

forecasts, one would need to analyze demand data (i.e., billing determinant data) and price

What weretheresultsof HL’s application of these methodologies?

Highly Confidential Exhibit SMB-HC-7a summarizes the low and high ends of HL’s

valuations, using each of the three methodologies. The estimates range from <<<BEGIN

HIGHLY CONFIDENTIAL >>>END

HIGHLY CONFIDENTIAL>>% Aftertaking into consideration LTD’ s projected debt, the

estimated equity value ranges between <<<BEGIN HIGHLY CONFIDENTIAL
>>>END HIGHLY CONFIDENTIAL>>%

Ms. Baldwin, please elaborateon theHL Report’sestimate of thevalueof LTD Holding

Company using the market multiple approach.

The Houlihan Lokey report provides an estimate using this approach in the section entitled

“Comparable CompaniesAnalysis.” Theauthors started with auniverse of 26 publicly-traded

telecommunications companies, 22 Rural Loca Exchange Companies (“RLECS’), and 4

Regional Bell Operating Companies (“RBOCS’). The authors narrowed the universe of

comparable companies according to size, exposure to the rural market, and non-core assets

information.
Q:
Q:
A:
80/ Id., at 50.
8 HL Report, at 50.
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(wireless businesses, partnerships, etc).®

What companiesdid HL removefrom theuniver se of compar able companies, and why?
The authors first removed from comparison all of the RBOCs, and those RLECs with an
enterprise value of lessthan $1 billion. From the remaining RLECS, the authors of the report
removed ALLTEL, Telephone and Data Systems, and Cincinnati Bell Telephone, due to the
large wirel ess component of their businesses. &

What companiesremained for the Compar ative Companies Analysis?

The six remaining companies were Citizens Communications, CenturyTel, Valor
Communications Group, Fairmont Communications, lowa Telecommunications, and
Commonwealth Telephone.®

How similar isL TD Holding Company tothegroup of “comparable’” companiesutilized
in HL’sanalysis?

LTD isnot at all similar to companiesin the group. For example, Houlihan Lokey cites the
2004 revenues for each company, as well as 2004 revenues for LTD. While LTD had 2004
revenues of over $6 billion, the largest of the “ comparable” companies reported revenues of
just $2.5 billion. Four of the six companies reported revenues well under $1 billion. The

smallest, lowa Telecommunications, reported revenues of just $221 million. In addition, while

82/
83/

¥

Id., at 20-21.

Id., at 21-24.

Id., at 25.
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1 LTD served over 7.6 million access lines in 2004, the largest of the allegedly comparable
2 companies served less than one-third the number of linesserved by LTD, or 2.3 million. Four
3 of the six companies served fewer than 600,000 lines and Fairpoint Communications served
4 only 239,274 access lines.®

5 Q: Are there other reasons why the comparable group of companies may not be
6 appropriate?

7 A: Yes. TheHL Report also compared LTD with other companies on the basis of credit ratios.®

8 Again, comparing the other companies in the group on the basis of credit ratios shows that
9 LTD is not very similar to any of the companies in the group. For example, LTD’s
10 Debt/EBITDA leverage ratio is <<<BEGIN HIGHLY CONFIDENTIAL
11
12
13
14 END
15 HIGHLY CONFIDENTIAL.¥

16 Q:  What credit ratings do the pur portedly compar able companies have?

17 A: Onecompany, Commonweal th Tel ephone, isnot rated by any of thethreerating agencies. Four

8y Id
8/ Id., at 26.
87y Id
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of the six companies are rated “speculative” or “highly speculative.” One company,
CenturyTel, received a“lower medium” credit rating from all three agencies.®®
Sprint Nextel sought indicativecredit ratingsfrom Fitch Ratingsand M oody’ sl nvestors
Service.® What credit ratings did they assign to L TD Holding Company?

Fitch assigned the company a rating of <<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>
Haveyou reviewed thecredit ratingsthat L TD solicited in anticipation of issuing debt?
Yes. LTD isexpected to issue debt in order to facilitate the separation and to reach the target
capital structure for the company. In order to access capital markets, Sprint Nextel solicited
preliminary credit ratings for the proposed spin-off entity from Fitch Ratings and Moody’s
Investors Service. Sprint Nextel did not seek an indicative rating from Standard and Poor’ s.*

Fitch and Moody’ s devel oped credit ratings for LTD Holding Company (referred to in Fitch

Id.

Sprint Nextel's introductory remarks to the document “Indicative Ratings for Sprint” contained on Highly

Confidential CD provided in Sprint response to RPA-2.

Exhibit SMB-7b summarizes ratings for long-term bonds.

Sprint Nextel's introductory remarks to the document “Indicative Ratings for Sprint” contained on Highly

Confidential CD provided in Sprint response to RPA-2.
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and Moody’ sdocumentsas*“ Sprint Local”) based on Sprint Nextel’ sprojection that LTD will

issue $7.25 hillion of debt and will pay shareholders an annual dividend of $300 million.*

Q: What comments did Fitch haveregarding the spin-off?

Among Fitch’s findings were the following: <<<BEGIN HIGHLY CONFIDENTIAL

%2/ Highly Confidential Letter to Sprint Corporation, Fitch Ratings Inc., July 12, 2005, page 1, and Highly

Confidential Letter to Sprint Corporation, Moody's Investors Service, July 13, 2005, page 1, from the document
“Indicative Ratings for Sprint” contained on the Highly Confidential CD provided to the Ratepayer Advocate on
October 11, 2005.
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END HIGHLY CONFIDENTIAL >>>%
What credit rating did Fitch assign to L TD Holding Company?
Fitch assigned the LTD Holding Company a credit rating of <<<BEGIN HIGHLY
CONFIDENTIAL END HIGHLY CONFIDENTIAL>>>,
Did you review Moody’ s analysis?
Yes. Among Moody's findings were the following:

<<<BEGIN HIGHLY CONFIDENTIAL

93/
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END HIGHLY CONFIDENTIAL>>>%

Q: What rating did Moody's assign to L TD Holding Company?

Moody’ srated thecompany <<<BEGINHIGHLY CONFIDENTIAL ENDHIGHLY

CONFIDENTIAL>>>

Q: What kind of credit risk isrepresented by the ratings assigned by Fitch and M oody's?

A: Both of these ratings correspond to the <<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>> credit rating of

% Highly Confidential Letter to Sprint Corporation, Moody's Investors Service, July 13, 2005, pages 2-3, from

the file "Indicative Ratings for Sprint.pdf* found on the Highly Confidential CD provided to the Ratepayer Advocate
on October 11, 2005.
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investment-grade bonds. Exhibit SMB-* illustrates the full range of credit ratings.

Did Sprint Nextel seek an indicative rating from Standard and Poor’ s?

No, Sprint Nextel opted not to seek an indicative rating from Standard and Poor’ s service.
Did Sprint Nextel provide any information from Standard and Poor’s?

Yes. Sprint Nextel provided a Standard and Poor’ s Ratings Direct Research Update dated
August 4, 2005. Among the comments of Standard and Poor’s are:<<<BEGIN HIGHLY

CONFIDENTIAL
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END HIGHLY CONFIDENTIAL>>>

Theproposed spin off, aspresently structur ed, failsto compensate consumer sadequately for the
sale of assets, and, therefore, therates, post spin-off, cannot be consider ed just and reasonable.

Q:

Oneof thefour criteriarequiresan examination of the proposed transaction on rates.*
What are some of the waysthat the Board should undertake this analysis?

In order to make such an evaluation, it isessential to examine thefinancial implications of the
spin off. Among other things, if consumers are not adequately compensated, if shared assets
arenot fairly apportioned, and if transactions between the spun off company (LTD) and Sprint
Nextel are not properly structured, then rates cannot be considered to be reasonable. The
soundness of the capital structure of the spun off company, the tax implications of the
transactions, and the consequences for pensions from the spin off also affect the ability the
financial strength of LTD and therefore its ability to offer service at reasonable rates.

How doesthe Board presently regulate United NJ'srates?

United NJis regulated under traditional rate of return regulation, but its revenue requirement

and rate design have not been examined since 1991.%” Anexamination of United NJ srevenue

95/

Standard and Poor's Rating Direct, “ Research Update: Sprint Corp Ratings Remain On Creditwatch

Positive, With Those Of Nextel, Pending Merger Case,” August 4, 2005, pages 1-2, from the file “Indicative Ratings
for Sprint.pdf” found on the Highly Confidential CD provided to the Ratepayer Advocate on October 11, 2005.

96/

97/

N.J.SA. 48:2-51.1.

In the Matter of the Petition of United Telephone Company of New Jersey, Inc. For Approval to Increase,

Decrease or Restructure Rates, Approval of Revised Depreciation Rates, and Approval of an Incentive Regulation
Plan, BPU Docket No. TR90070726J, Telecommunications Decision and Order, March 26, 1991. As part of the
stipulation, which the Board approved, United NJ withdrew its proposed incentive regulation plan. 1d., at 2.
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reguirement, rate design, and service quality islong overdue. Among other things, as| discuss
below, Sprint sold off itshighly profitableyellow pages operationsfor morethan $2 billion and
yet, unlike in Qwest-served states, where ratepayers were compensated as a direct result of
Qwest’s sale of its publishing operations, New Jersey ratepayers have not yet been
compensated. Also, asl discussbelow, United NJ sservice quality hasbeen deteriorating and
the standards that apparently apply are unduly and inexplicably lenient.

Do the Joint Petitioners proposeto credit consumersfor the proceeds of the spin-off?
No. The proceeds from the sale of assets associated with the proposed transaction should be
shared with New Jersey consumers, either in the aggregate or individually. The lack of such
aproposal isafundamental deficiency in the Joint Petition.

Ms. Baldwin, are you aware of any prior legal case findings that relate the sharing of
proceeds of the sale of a utility with ratepayer s?

Yes. The holding in the District of Columbia v. Washington Metropolitan Area Transit
Commission® states that where ratepayers have borne the burden and had provided the capital
by which a utility financed the purchase of real property and other capital expenditures,
ratepayers should share in the proceeds of gains from the sale of such property. Specificaly,
the Court stated that they “ perceived noimpediment, constitutional or otherwise, to recognition
of aratemaking principle enabling ratepayers to benefit from appreciationsin value of utility

properties accruing whilein service...[a]lnd doctrinal considerations to the contrary have lost

98/

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 51 P.U.R. (NS) 193, 64 S.Ct. 281, 88

L.Ed. 333 (1944).
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al vitality.” In Democratic Central Committee, the D.C. Court directed the Washington
Metropolitan Area Transportation Commission to give the ratepayers the benefit of an
appreciation in value of land transferred from operating to non-operating status.*
Q: Hasthe FCC made any deter minations with respect to thisissue?

Yes. An FCC Order in 1980 states“....Thus, the ratepayers bear the risk both in terms of the
return they pay the investors for the use of their capital and in the reimbursement of the
investors for the decline in value (depreciation) of the assets used to provide service...Thus
when such a piece of property is retired and disposed, a gain results, the equities of the
situation would suggest that the ratepayer should receive the benefit of the gain.”*®
Furthermore, in 1983, the FCC concluded that the rule announced in the case of Democratic
Central Committee isthat “neither the investors nor the ratepayers have a vested right to the
gainsfrom the sale of appreciated utility property. Rather, our task in this matter is properly
to balance the investor and the ratepayer interests so as to apportion gains and losses in the

most equitable manner.” **

%/ Id. 485 F.2d at 811.

100/ Federal Communications Commission Order (Docket No. 20188, 11-6-1980). See also: California Public
Utilities Commission Order Instituting Rulemaking Regarding Allocation of Gains on Sale By Energy Utilities,
Incumbent Local Telecommunications Carriers and Water Companies, Rulemaking 04-09-003, dated September 2,
2004; www.cpuc.ca.gov/

101 In the Matter of Procedures For Implementing The Detariffing Of Customer Premises Equipment And

Enhanced Services (Second Computer Inquiry) American Telephone and Telegraph Company, Request For
Approval To Supplement The Capitalization Of AT& T Information Systems In Connection With The Transfers Of
Embedded Customer Premises Equipment, FCC CC Docket No. 81-893, Report and Order, Rel. December 15,
1983, at para. 58.
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Have state commissions also deter mined that ratepayer sshould sharein the proceeds of
the sale of utility assets?

Yes. It is my understanding that numerous state regulators have also determined that
ratepayersare entitled to recover gainson the sale of property. Among the different examples,
isQwest’ s sale of its Y ellow Pages publishing business, Dex, which | discuss in more detail
below.

Please discussthe relationship of Sprint’slocal operationsand itswireless pur suits.
Sprint’ s enormous success in expanding its wireless line of business can be attributed in part
to its access to virtually risk-free source of revenues from its local operations. Therefore,
Sprint Nextel, as part of its proposed divestiture, should compensate local customers for the
value of its wireless operations. As Exhibit SMB-8 shows, Sprint's PCS Group/Wireless
business segment reported operating losses for the years 1998 through 2001, while Sprint’s
local, wireline division consistently posted substantial operating income. The stability that
Sprint’s local wireline operations provided enabled Sprint to enter the wireless business,
which, in the first years, was not profitable.

Are New Jersey ratepayer s entitled to sharein the proceeds of the rever se merger ?
Yes. Although| cannot addressthelegal aspectsof such adetermination, asamatter of public
policy, United’s ratepayers, which have provided the historic, virtually risk-free source of
revenues for United, are clearly entitled to the proceeds of the sale of assets that is occurring

with the proposed spin off of Sprint’slocal operations. The reverse merger should lead to a
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credit for New Jersey consumers, either in the aggregate or individually. Highly Confidential
Table SMB-HC-2 below summarizes the results of my calculation of the credit to which
consumers are entitled. | have computed a consumer credit based on six alternative
methodologies. First, | apply two different approaches for computing New Jersey’s share,
relative to the other states that Sprint local operating companies serve: the use of accesslines
and the use of revenues. Also, to compute the premium associated with the sale, | use three
approaches: (1) the new debt that the spin off company is anticipate to incur; (2) HL’ s “low
end” equity valuation of the spun-off company; and (3) HL’s “high end” equity valuation of
the spun-off company.
What wer e theresults of thisanalysis?
<<<BEGINHIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>> Theresults of my analysis are very
similar whether one uses arevenue or access line approach. The results are included in the

table below:
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<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>

Calculations and sources for the above results are included in Highly Confidential Exhibit
SMB-HC-9. The Board should assign appropriately, 100 percent to consumers.

Ms. Baldwin, Sprint statesthat as*“ thetransaction doesnot involve a sale of assets, there
isno compensation involved.” ' Pleaserespond.

The critical question for the Board in this proceeding is an assessment of the bearing of the
risks. Ratepayers have borne the risk, provided United NJ with alargely captive, embedded
customer base, accumul ated customer loyalty, contributed significantly to Sprint’ sbrand name
recognition, and subsidized Sprint’s now, highly lucrative wireless business. Under this

transaction, they would be required to bear yet more, and highly unpredictable risk associated

102 /

Sprint response to RPA-99.
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with the divestiture of the local operations from the parent company.’® Furthermore, in
addition to the fact that the market valuation of LTD vastly exceeds the book value of assets,
Sprint isinheriting substantial and valuableintangible assets, such astheright to the branding,
work force, customer loyalty and inertia, possibly the use of accessto customer lists, etc. For
these reasons, Sprint Nextel should credit LTD consumers.

You have computed the consumer credit on both a statewide basis and on a per-line
basis. IftheBoard doesnot direct Sprint to provideacredit on customers bills, isthere

an alternative by which the Board could return the amount of the consumer credit to

Yes. The Board should direct United to make investmentsin its operations to provide for:
(1) adequate operations and maintenance of the basic local network to achieve the
statutory objective of “the provision of safe and adequate utility service at just and
reasonable rates.”'** As| discuss below, United’s trend of declining service quality
underscores the importance of ensuring that LTD allocates adequate expenditures to
provide service at an acceptable level of quality.

(2) fiber to the home or to the curb: it isunlikely that rural and/or low and moderate
income communities will be served absent a commitment by the Joint Petitioners.

(3) stand-alone DSL throughout its operating territory in New Jersey.

See document entitled <<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>> Response to RPA-60.

Q:
consumer s?
A:
103/
104/ N.J.SA. 48:2-51.1.
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Have other PUCs addressed ILECS deployment of broadband technology?
Yes. Community groups and regulators in California are raising similar concerns about
consumers’ access to broadband technology. A recent press release issued by the California

Public Utilities Commission states:

As a condition of approving the mergers, the PUC aso required both
companies to contribute a combined total of $60 million to an infrastructure
fund for emerging broadband technologies. The California Emerging
Technology Fund (CETF) would be established by the PUC as an independent
non-profit entity that would focus on building broadband networks in areas
with limited access to high-speed Internet service. The PUC established a
similar fund for emerging energy technologies (The California Clean Energy
Fund) as a condition of approving the Pacific Gas and Electric Company
reorganization plan in 2003.

CETF funds will be used to attract matching funds from other non-profit
organizations, corporations, and government entities. It is anticipated that the
initial endowment of $60 million ($45 million from SBC and $15 million from
Verizon) will be matched with funds from other sources to reach a total goal
of $100 million over five years. The purpose of the CETF is to fund
deployment of broadband facilities in underserved communities, defined as
communitieswithout broadband service, communitieswith accessto only one
broadband service provider other than satellite, or below average broadband
adoption rates. Communities with below average adoption rates primarily
include low-income households, ethnic minority communities, disabled
citizens, Cdifornia Public Utilities Commission 11/18/05 seniors, small
businesses, and rural or high-cost geographic areas. The CETF will also focus
on deployment of broadband facilities to bring critical advanced services to
high cost and rural areas, such as telemedicine and online education.

“This Commission is committed to 100 percent accessin the next five years,”
President Peevey said. Commissioner Kennedy added, “ Thisfund is aimed at
building those last mile connections that are the hardest to reach, and tend to
be uneconomical for the private sector to serve. It won't replace private sector
investment — it will supplement it. With the right combination of funding, we
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can bring key services such as telemedicine to the far reaches of the state.”'®

Q: Isthereother evidenceimplying that the Board should affirmatively set policy toensure

broadband access by all socioeconomic groups?

A: Yes. Nationa studies demonstrate that access to the Internet and the use of broadband

technol ogies declines as income declines. Absent any state-specific information, the Board
should assume that demand characteristics in New Jersey mirror national statistics. As |
discuss in more detail below, a Department of Commerce study suggests that as income
declines, accessto the Internet declines, and, furthermore, that asincome declines, the use of

broadband declines.'®

Absent access to broadband technology, VolP isnot an alternative to
wireline telecommunications for consumers. Thus, as income declines, competitive
alternatives also decline. The FCC recently stated, “[t]he availability of the Internet hashad a

profound impact on American life. Thisnetwork of networks has fundamentally changed the

way we communicate.”**’

1%/ californiaPublic Utilities Commission News Release, Docket Nos: SBC/AT&.T: A.05-02-027 and
Verizon/MCI: A.05-04-020, “PUC Approves Telecom Mergers, Approval Addresses ‘ Digital Divide'” released
November 18, 2005.
106/ Information about consumers' access to broadband, including tables with various demographic breakdowns
are discussed in more detail below. See, also, e.g., footnote 3 on page 3 of the NTIA report detailed below, which
states: “ This report focuses primarily on broadband usage. Tables covering avariety of demographic breakdowns of
overall computer and Internet use for September 2001 and October 2003, such as income, education, race/ethnicity,
disability, and age, are provided in the Appendix and on the web at www.esa.doc.gov and www.ntia.doc.gov.”
107y In the Matters of Appropriate Framework for Broadband Access to the Internet over Wireline Facilities, CC
Docket No. 02-33, Policy Statement, released September 23, 2005, cite omitted.
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Hasthe FCC articulated goalsregarding broadband access?

Yes, the FCC clearly envisions a growing role for broadband in society. FCC Chairman
Martin recently described the significance of broadband to citizens throughout the country:
“Broadband deployment is vitally important to our nation as new, advanced services hold the
promise of unprecedented business, educational, and healthcare opportunities for all
Americans.”*® Commissioner Adelstein similarly recognized theimportance of broadband to
society, aswell asthe goal of ensuring that no oneis left behind, stating:

Thesetechnol ogies[wireline broadband | nternet access services, the high-speed

DSL and fiber-to-the-home connections] are revolutionizing the way that
consumers connect, learn, work, and socialize through the Internet. ...

Given the growing importance of broadband servicesfor our economy, public
safety, and society, | hope that we can preserve our ability to support the
deployment of these services for consumers that the market may leave
behind.*®
Please explain how your concer ns about widespread access to broadband relateto this
proceeding.
Inorder to providean unambiguous positive benefit for New Jersey’ sconsumers, Sprint Nextel

should commit to deliver broadband access, particularly to those rural and low to moderate

income communities that might not otherwise be served.

In the Matter of Appropriate Framework for Broadband Access to the Internet over Wireline Facilities,

FCC CC Docket No. 02-23, Report and Order and Notice of Proposed Rulemaking, Rel. September 23, 2005
(“NPRM"), Statement of Chairman Kevin J. Martin, at 123.

Id., Statement of Commissioner Jonathan S. Adelstein, at 130.
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Until the Board examines the treatment of yellow pages, the Board should not approve the
proposed spin-off.

Q:

A:

Doesthe Joint Petition explain how yellow page revenues ar e treated?
No. | understand that a full-blown rate case is outside the scope of this proceeding.*®
Nonetheless, it isimportant to examinethetreatment of the highly profitable yellow pagesthat

are branded with Sprint’s name and logo."*

ILECS yellow pages offering are highly
profitable and traditionally, state regulators have imputed the profits to intrastate regulated
operations.
Do the Joint Petitioner s recognize that Sprint branding hasimplications?
Yes. <<<BEGINHIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>"2 Although the document
does not elaborate on this point, nor do the Joint Petitionersexplainin their filing to the Board
about theimplicationsof the proposed spin-off for theyellow pagesrevenues, | urgethe Board,
nonetheless, to address this important issue. At a minimum, the revenues from the highly
lucrative yellow pages operations should be imputed to ratepayers, by computing the net

present value of thefuture stream of yellow pagesprofits. Asthe Board hasclearly articulated,

ratepayers should be no worse off as a result of a change in control, and, indeed, under the

110/

111/

Prehearing Order and Order on Motion to Intervene, October 26, 2005, at 3.

Sprint provided a copy of its combined white and yellow pages for Sussex Countywide, as of July 2005 in

response to RPA-126.

112/

Response to RPA-60, page NJOO7505.
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positive benefits standard, should be better off than if the transaction did not occur. United’s
ability to offer yellow pages at, what likely, avery profitable level, is a direct consequence of
its historic monopoly position in local markets.

Have you examined how Sprint accountsfor yellow page revenues?

The information that the Joint Petitioners have provided does not provide a complete picture
of theaccounting associated with yellow pages. The Ratepayer Advocate hasissued follow-up
discovery that seeks more complete information regarding whether United’ s ratepayers (and
therefore, LTD’s ratepayers) have been and are being adequately compensated for the
extremely lucrative line of business associated with the publishing of United’ s directories.
What is your general understanding of the way in which United’s directories are
handled?

RH Donnelly, Inc. (“Donnelly”) provides yellow pages on behalf of United and “took over al
phonebook publications on January 1, 2003.”** Being able to publish the yellow pages of an
incumbent local exchange carrier isan extremely valuable line of business, and one wherethe
valuederivesdirectly from theincumbent’ slong-standing rel ationship to its historic customer
base. However, the information provided by the Joint Petitioners thus far does not shed any
light on the financia transaction that occurred that resulting in Donnelly “taking over” the
phonebook. Until the Board can confirm that United NJ's ratepayers were compensated

properly for the transaction, it should not approve the pending Joint Petition.

113 /

Responses to RPA-124-125.
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Didn’t the Joint Petitioners provide the directory services license agr eement?

Y es. Sprint provided thedirectory serviceslicense agreement “ by and between” R.H. Donnelly
Publishing & Advertising, Cendon, R.H. Donnelly Directory Company, Sprint Corporation,
Sprint Directory Trademark Company and and Sprint Local Telecommunications Division.™**
However, this document does not address the financia history of this new relationship.
Generaly, there is insufficient information about the financial transactions associated with
Sprint LTD's decision to license the right to produce, publish, and distribute the Sprint LTD
directories under the terms set forth in the agreement provided in responseto RPA-127 and in

the “other Commercial Agreements.” For example, the Joint Petitioners failed to disclose

whether Sprint LTD received any compensation for granting the exclusive publishing right to

What isyour understanding of what Sprint granted to Donnelly?

Sprint LTD granted to Donnelly an “exclusive license...to produce, publish and distribute on
behalf of Sprint LTD the physical mediaand non-physical media Sprint LTD Directories.” "
Theterm of the agreement continues until 2052 and then renews automatically for successive

five year terms.™® There is a separate subscriber listings agreement between Sprint and

Q:
Donndlly.
Q:
14/ Responseto RPA-127.
15/ Response to RPA-127, NJ008382.
116/

Response to RPA-127, Section 8.1.

REDACTED VERSION

64



10

11

12

13

14

15

16

17

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739

Donnelly, which the Joint Petitioners did not provide in response to RPA-127.1'

Please describe the transaction further.

Asof January 3, 2003, Donnelley Publishing took over the publishing of Sprint’ syellow pages
118

Does Sprint’sannual report provide information about thistransaction?

Yes. Inthethird quarter of 2002, Sprint reached a definitive agreement to sell its directory

publishing businessto R.H. Donnelley for $2.23 billion in cash. The sale closed on January 3,

Have you examined any historic data on the profitability of Sprint’syellow pages?
Yes. Exhibit SMB-10, which summarizes data included in Sprint’s Form 10-K for the years
1998 through 2000, showsthat the operating incomefor thislineof Sprint’ sbusinessincreased
by five percent from $231-million from 1998 to $242-million in 1999. Between 1999 and
2000, operating income increased by seventeen percent from $242-million to $284 million.
Have you examined data for 2001 and 20027

No. These data are not readily available. The Ratepayer Advocate has sought historic
information about Sprint’s directory publishing from the Joint Petitioners as well as other

pertinent information to enabl e the Board to ensure that New Jersey consumers are adequately

Q:
through a stock acquisition.
Q:
2003.*°
Q:
Q:
11 Response to RPA-127, Section 6.3.
18/ Responseto RPA-127.
119/

Sprint Nextel Corp. Form 10-K, filed March 11, 2005, for period ending December 31, 2004, at 1.
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compensated for Sprint’s sale to Donnelly.**® Based on my review of the Joint Petitioners
responses to these, and any related interrogatories, | will supplement my analysis.

Ms. Baldwin, are you awar e of any casesin which state utility commissions have dealt
with the sale of theincumbent’ s directory business?

Yes. Just afew years ago, Qwest Communications International, Inc. (“QCI” or “Qwest”)
entered into purchase agreements in August, 2002 to sell its Qwest Dex, Inc. (“DEX”)
directory publishing business to an unaffiliated business, “Dex Holdings, LLC". Dex
Holdings, LLC was formed by two private investment firms (Carlyle Group and Welsh,
Carson, Anderson & Stowe) for the purpose of buying Qwest’s directory business for $7.05
billion.*? Initsfilings with state utility commissions regarding the sale, Qwest asserted that
to avoid bankruptcy, it had agreed to sell Dex.'*

Were any of the state proceedingsin that caserelevant to theinstant proceeding?

Yes. For example, Qwest agreed to credit ratepayers as part of the sale. On August 1, 2003,
the Washington Utilities and Transportation Commission (“WUTC”) approved a Stipulation

and Settlement Agreement that provided direct credits on customers' bills for atotal of $67-

120/

121/

See e.g., RPA-337 through RPA-352.

In the Matter of the Application of Qwest Corporation Regarding the Sale and Transfer of Qwest Dex to

Dex Holdings, LLC, a non-affiliate, Washington Utilities and Transportation Commission Docket No. UT-021120,
Tenth Supplemental Order: Approving and Adopting Settlement Agreement; Granting Application and Accepting
Notice, Subject to Conditions, August 1, 2003, at paras. 10-11.

122/

Id., at para. 40.
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million which translated into $29.87 per accessline.*”® In addition, the settlement included 15
yearsof revenue creditswhereby inthefirst fiveyears $110 million would be added to Qwest’ s
Washington intrastateregul ated revenuesand $103.4 millionwould be added for thefollowing
ten years. Directory revenues would no longer be imputed for the purposes of rate cases.**
Aspart of the settlement, Qwest al so agreed not to petition to remove customer-specific service
quality remediescontained initstariffsfor the period of two years'®> and to “improve customer

access’ to Washington's Telecommunications Assistance Program and Lifeline/Link-Up.'*®

In Utah, the Public Service Commission (“ Utah PSC”) approved astipul ation between Qwest,

the Division of Public Utilities, and the Committee of Consumer Services that provided for a

127

one-time credit to retails customers totaling $22-million. In addition, parties to the

stipulation agreed not to seek changesin the price cap index or consumer prices based on the

123/
124/
125/
126/

127/

Id., at para. 27.
Id., at para. 28.
Id., at para. 29.
Id., at para. 30.

In the Matter of the Petition of Qwest Corporation for Declaratory Ruling or, in the Alternative, for

Approval of the Sale of the Utah Assets of Qwest Dex, Inc., Public Service Commission of Utah Docket No. 02-049-

76, Report and Order, March 11, 2003, at 1. Consumers received $34.25 per account as a credit after the sale was
final. Utah PSC Press Release: “Qwest Customers Will Receive Phone-Bill Credits,” dated September 26, 2003.
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sale.® Thecredit was estimated to transl ate to approximately $32.91 per customer account.'®
Q: Why areratepayersentitled to a credit?

Asstated previoudly, theincumbents' directory businessesareadirect outcomeof their historic

monopoly position in the telecommunications market. The courts, as well the state utility

commissions, have recognized this fact. The Washington Supreme Court, in 1997,

characterized Qwest’s (at the time, US West) directories business in the following manner:

The fact is that the Company is different from other companies
competing for the business. The record shows that US West did not
develop thislucrative businessby itsinitiative, skill, investment or risk
taking inacompetitive market. Rather, it did so becauseit wasthe sole
provider of local telephone service, and as such owned the underlying
customer databases and had established business relationships with
virtually all of the potential advertisersintheyellow pages. Therefore,
the Commission reasonably concluded that the yellow pages business
is quite unlike businesses of other unregulated companies which were
developed in, or derive their profitability from, the competitive
marketplace. Therecordindicatesthat the billing and collection service
provided to US West Direct by US West is a valuable business
advantageto US West Direct. Therecord also indicatesthat in contrast
with potential publishing competitors, US West Direct’s publishing
enjoys a unique and direct benefit by being associated with the
Company's regulated telecommunications services. The affiliated
transactions of US West’s competitors do not present an analogous
public policy issue because competitors lack the formidable and
historical dominance in the local exchange market that US West
possesses.**

128 Id., at 6.
129 Id., at 5.

130/ USWest v. Utils, and Tranp. Comm' n 134 Wn.2d 74, 949 P.2d 1337 (1997), at 99-100.
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In its 1997 decision, the Washington Supreme Court cited the Colorado Supreme Court’s
reasoning that:

The directory publishing business was developed over the past fifty years
within the protective shelter of M ountain Bell'smonopoly of telephone service.
The assets wereincluded in the base upon which Mountain Bell was permitted
to earn areturn. Mountain Bell concedes that the Y ellow Pages always have
generated ‘ supracompetitive’ profits. Itisan exaggerationto say that Mountain
Bell's shareholders took any significant risk in developing the directory
publishing business, and wefind the publicinterest inthose assetsto be beyond
dispute.**!

Judge Greene concluded that the* assetsused in the production of these printed directorieswill
accordingly have to be allocated to the Operating Companies.” Modification of Final
Judgment, U. S.v. AT&T, 552 F. Supp. 131, 212 (D.D.C. 1982) (“MFJ).

In 2001, the Federal Communications Commission concluded:

Essential to a competitor’s ability to provide directory assistance is
access to an accurate local directory assistance database. Because
incumbent LECsderivetheir local directory assi stance databasethrough
their service order processes, they continue to maintain a near total
control over the vast majority of local directory listings that form a
necessary input to the competitive provision of directory assistance.
Without nondiscriminatory access to the incumbents directory
assistance databases, competing DA providers may be unable to offer
acompetitive directory assistance product. This, in turn, may affect the
ability of both the DA providers and the CLECs that rely on them to
compete in the local exchange marketplace. The directory assistance
market will not be fully competitive as long as incumbent LECs have
theability toleveragetheir monopoly control of their DA databasesinto

B/ 1d.,, at 100, citing Mountain States Tel. & Tel. Co. v. Public Utils. Comm'n, 763 P.2d 1020, 1027-28 (Colo.
1988) (citations omitted).
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market dominance.**

Q: Should United NJ’s customer s be compensated for this sale?

Absolutely. New Jersey’s share, based on access lines, is 2.8 percent, and multiplying this

share by the $2.3-hillion proceeds from the sale yields a consumer credit of $65-million.**

Consumers are entitled to these funds and should be provided either with a one-time credit,

computed on aper-line basis, or with acredit that is returned on over atwelve-month period.

The Board should examinetheimpact of the proposed transaction on L TD’s capital structure
to enable the Board to assess theimpact of the proposed spin off on consumers' rates and the
ability of LTD to provide safe and adequate service.

Q: What isyour understanding of HL’sanalysis of LTD’s capital structure?

A: HL performed severa “capital tests” asfollows:

1. HL examined whether thefair market value of L TD exceeded LTD’sliability.™* Using
theresults of its market valuation HL estimatesthat its assets exceed its projected debt
by approximately <<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>
2. HL also performed a cash flow test by examining the cash available at the end of each

of the projected years 2006 through 2010. HL computed a “cash cushion” that is

anticipated to increase steadily between a projected level of <<<BEGIN HIGHLY

132/ Provision of Directory Listing Information Under the Telecommunications Act of 1934, as Amended, FCC

CC Docket 99-273, First Report and Order, Rel. January 23, 2001, at para. 3 (noted omitted).
133 Responseto RPA-21, HL Report at 50.
134 HL Report, at 65.
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CONFIDENTIAL END HIGHLY
CONFIDENTIAL>>>

3. Also, HL performed areasonable capital test by assessing whether LTD’ s equity asa
percent of the value of its assets was adequate. HL computed the equity value by

<<<BEGINHIGHLY CONFIDENTIAL

END

HIGHLY CONFIDENTIAL>>>%

Q: Do you have any preliminary observations about L TD’s capital structure?

Sprint Nextel does not include any short-term debt in the capital structure of the company, nor
does it explain the absence of such debt.”*® Sprint Nextel also asserts United’s assets,
liabilities, revenues, and expenseswill “primarily...remain the same,” but neglectsto describe
how they will differ.’® Sprint indicates that the issuance of debt “is part of the process of
establishing an appropriate capital structure determined by Sprint’ s Treasury Department,” but
does not provide any detail as to Sprint’s Treasury Department’s method of making such a
determination.**®

¥ id., at67.

¥/ Exhibit MAG-2.

187 Gast Direct (Joint Petitioners), at 5.

¥ 1d, at 10.
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Would the spin off affect United’ sinterest expenses?
Yes. Presently, United Telephone carries adebt |oad of $57,896,000 and an interest expense
of $1,323,000, which implies a debt cost rate of 2.3 percent.™ However, LTD Holding

Company isanticipated toincur interest expenseof <<<BEGINHIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>  According to United, “this increased interest
expense will be more than offset by the additional cash flow resulting from LTD Holding
Company’s new dividend plan.*** The new dividend plan, which is slated to provide $300
million annualy, differs significantly from the present dividend distribution of <<<BEGIN
HIGHLY CONFIDENTIAL END HIGHLY CONFIDENTIAL>>>paid to
shareholders in 2004.'*  The Petitioners fail to explain why this <<<BEGIN HIGHLY
CONFIDENTIAL ENDHIGHLY CONFIDENTIAL>>>individends
will beacceptabletoinvestors. Similarly, the Petitionersfail to explain why either theincrease
in leverage or the reduction in dividends would not be an option except as a result of the

proposed separation.

139/
140/
141/

142/

Id., at 11 and Exhibits MAG-1 and MAG-2.
Id.
Id., at 11-12.

Id., at 14 and Exhibit MAG-6.
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What is United’s existing dividend policy?

<<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>> Sprint indicates that

LTD intends to continue that dividend practice.**

The Joint Petition lacks detail about the merger’simpact on employees, yet executive officers
would benefit from substantial bonus.

How does the Joint Petition address theimpact of the merger on employees?

The Joint Petitionersindicate that “the final structure and staffing of LTD Holding Company
and its subsidiaries is being developed.”*** They also indicate that United NJ will fulfill its
pension obligations. According to the Joint Petitioners, a new management company
subsidiary of LTD Holding Company (LTD Management Company), staffed with m any of the
same peopl e that now provide the service, will provide such centralized functions as human
resource service, finance services, etc.'*

How would the separ ation affect employees cover ed by bargaining units?

United NJ intends to honor existing agreements: the IBEW agreements expire April 1, 2007

Q:

A:

Q:
%8/ Responseto RPA-92.
144 Petition at 11.
145/ Joint Petition at 11-12.
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and January 12, 2007; the CWA contract expiresApril 1, 2006. The Joint Petitionersindicated
that existing Sprint employees that are employed by LTD Holding Company and United NJ
“areexpected to have avail ableto them adefined benefit pension plan, with termsand benefits
reasonably equivalent to the Sprint plan.” Also, “LTD Holding Company will review its
pension benefit plan from year-to-year in order to remain competitive in the market for

employees.” 140

Q: How many New Jer sey employees ar e potentially affected by the divestiture?

A: United NJ has 246 employees.*’

Q: Are Sprint Nextel executiveslikely to benefit from the spin off?

A: Yes. Typicaly, thetop executivesof theacquiring company benefit significantly from mergers
through a combination of specia retention bonuses, and other enhanced post-merger
compensation.’®  Although | have not analyzed all of the employment agreements, Hesse's
employment agreement is an example of the benefits flowing to top executives.

Among other things, this agreement includes the following provisions:

. On June 7, 2005 (the “effective date”), Hesse commences service as CEO of Sprint’s
198/ 1d., 1213
171 Hrip Direct (Joint Petitioners) at 7.
148 Gretchen Morgenson, “What Are Mergers Good For?’ New York Times Magazine, June 5, 2005. The

article states, among other things, that “the most compelling case for mergers may simply be the immense wealth
that they generate. Executives began reaping big rewards from deals during the 1980's, when so-called golden
parachutes were introduced.” 1d., at 58.
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Local Telecommunications Division reporting directly to the CEO of Sprint.
Immediately following the spin-off, Hesse serves as President and CEO of SpinCo
reporting directly to the Board and shall be member of the Board. Kansas City, Kansas
greater metropolitan area shall be Hesse's principal job location. NJO06281.

The original employment term is through June 30, 2008, with provisions for

termination or extension. NJ006282.

Base salary starting on the effective date: $900,000. Bonus: eligible to participate in
“short-termincentive plan” - annual target bonus opportunity of at least 120% of base
salary and maximum bonus not exceed 200% of base (apparently a bonus ranging

between $1,080,000 and $1,800,000). NJ006282.

For 2005, entitled to minimumannual bonusof $1,050,000, pro-rated for actual service
with LTD; required to rel ocate promptly to the greater Kansas City metropolitan area.
Entitled to sign-on bonus of $600,000 withinitial grant of optionsto purchase 408,000
FON common stock at exercise price equal to fair market value on the grant date and
alsoaninitial grant of 157,000 restricted stock unitsrelating to shares of FON common
stock. Initial optionsvest in 25% “trances’ onthefirst four anniversariesof grant date,
subject to continued employment. Therestricted optionsvest on the third anniversary

of the grant date, subject to continued employment. NJO06277. See also NJ006283 for
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more details about the initial and restricted stock options.

$7-million Sign-on Bonus: “ The first annual long-term equity award to Mr. Hesse in
2006 will be made not later than the earlier of (1) December 31, 2006 and (2) the first
to occur of thetermination of Mr. Hesse' s employment (a) without cause, (b) for good
reason or (c) for constructivedischarge, and will have agrant date value of $7,000,000,
subject to Mr. Hesse' s continued employment through the earlier of (A) the date on
which such grants are made to other executives designated to join the LTD Business
and (B) March 15, 2006.” If Hesse's employment with Sprint isterminated by Sprint
without cause or by Hessefor “good reason,” Hesse will receive pro-rataannual bonus
for the year of termination and a monthly severance.  NJ006277. See aso

NJ006284.14°

The Joint Petitionersindicatethat thereis no divestiture agreement between Sprint Nextel and
LTD, statingthat “[a] Separation and Distribution Agreement iscontemplated to be compl eted
at or near thetimeof separation.” RPA-66. Theresponsefurther indicatesthat theLTD Board
of Directors will need to determine if the contracts between Dan Hesse, Gene Betts, Mike

Fuller, William Blessing, and Thomas Gerke*“ will remainintact or require changes.” RPA-66

149 /

See Form 8-K, June 10, 2005, provided in response to RPA-66. See discussion of employment agreement

on pages NJ006277 through NJO06317.
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TheJoint Petitionershavefailed to demonstratethat consumers rateswill be moreaffordable
as a result of the proposed transaction and, also, have failed to demonstrate that they are
allocated sufficient resourcesto the provision of safe and adequate service.

Q:

Does the Board need to assess the impact of the proposed merger on consumers’' rates

and service quality?

Y es. According to the statute, the Board must assesstheimpact of the proposed merger onthe

rates of ratepayers affected by the merger and on the “provision of safe and adequate utility

service at just and reasonable rates.” **°

Havethe Joint Petitioner sadequately demonstrated that the mer ger will not jeopardize

therates and quality of the merged entity’s service?

No. ThePetition simply includes broad-brush statements about purported consumer benefits.

Could consumers actually be harmed in the Petitioners course of achieving merger

syner gies?

Yes. The proposed spin off exposes consumers to two possible ill effects related to the

Petitioners achievement of the predicted merger synergies:

. The Joint Petitioners' effortsto reducing operating expenses could jeopardize service
quality.

. TheJoint Petitioners’ effortstolower capital investment couldleadto declining service

quality.

150 /

N.J.SA. 48:2-51.1.
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Please elabor ate.
Documentsprovided by Sprint Nextel inthisproceeding clearly show that LTD plansto reduce
capital investment over the near term. More specificaly, capital investment is projected to
<<<BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>%*
In what areasisthereduction in capital expenditure most apparent?
Thereductionin capital investment will bewidespread. Documents provided by Sprint Nextel
show that investment is anticipated to decrease across all categories. Highly Confidential
Exhibit SMB-HC-11, areproduction of atable provided by Sprint Nextel,™>? provides greater
detail about reductionsin capital investment by category. Highly Confidential Exhibit SMB-
HC-12, provides additional detail.**
Dothecapital spending plansdetailed in theabover efer enced exhibitspose concer nsfor
consumersin New Jersey?
Yes. Highly Confidential Exhibit SMB-HC-12 suggests that declining investment in several
categorieswill directly impact thequality of servicethat consumersin New Jersey receivefrom
United New Jersey. Some particular areas of concern to consumers include the following

categories: <<<BEGIN HIGHLY CONFIDENTIAL

151/
152/

153/

Sprint Nextel response to RPA-2, NJO00406.pdf, at 2.
Sprint Nextel response to RPA-2, NJO00357.pdf, at 2.

Sprint Nextel response to RPA-2, NJ0O00362.pdf, at 7-10.
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END

HIGHLY CONFIDENTIAL>>>

Q: Does Sprint Nextel provide any explanation asto why the reductions are necessary or
provide evidence that capital investment reductions will not harm New Jersey
consumer s?

A: No.

Q: DoesSprint Nextel provideany evidencethat L TD madesubstantial investmentsin these
categoriesin recent years, thusjustifying a decrease in the near term?

A: No.

Q: Does Sprint Nextel provide a comparison of capital spending compared to other
companies?

A: Yes. In response to RPA-2"* Sprint Nextel shows that in 2002 and 2003, LTD’s capital
expense as a percentage of revenues was <<<BEGIN HIGHLY CONFIDENTIAL

1%/ Response to RPA-2, NJ000357.pdf.
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END HIGHLY CONFIDENTIAL>>>™ Sprint
Nextel appears to be deliberately moving from a position of industry leader to that of an
industry laggard with respect toinvestment. Highly Confidential Exhibit SMB-HC-13 contains
additional detail.
What aretheimplicationsfor consumer sof thisappar ent changein investment strategy?
It suggeststhat LTD iswilling to sacrifice long-term competitiveness and service quality to
short-term gains in its bottom line. A footnote appearing on a document Sprint Nextel
providedinresponseto RPA-2, comparing L TD Capex to other companiesreads. <<<BEGIN
HIGHLY CONFIDENTIAL
ENDHIGHLY
CONFIDENTIAL>>>"® Economic theory suggests that a company pursuing long-term
viability will undertake projects that add positive net present value. <<<BEGIN HIGHLY

CONFIDENTIAL

END HIGHLY CONFIDENTIAL>>>

Id.

Sprint response to RPA-2, NJO00357.pdf, at 2.
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Does Sprint Nextel provide materials that suggest that despite reductions in capital
investment, it intendsto make investmentsto improve customer service oper ations?
No. In fact, spending on customer service operations <<<BEGIN HIGHLY
CONFIDENTIAL END
HIGHLY CONFIDENTIAL>>>%'

Does Sprint Nextel provideinformation regarding its planswith respect to spending on
customer service operationsin thefuture (i.e. after 2005) ?

No.

United NJ’sservice quality objectiveslag significantly behind those applicableto Verizon New
Jersey, and, furthermore, United NJ’s service quality has been declining for several years.

Q:

A:

What service quality measures does United NJ presently track and monitor ?

Exhibit SMB-14, which is a reproduction of Sprint’s response to RPA-106, summarizes the
measurements that United NJ tracks and its objectives for those measurements.

Arethe measur ements sufficiently comprehensive?

No. Among other things, several measurementsthat IL ECstypically monitor aremissing from
thelist, such asthe percentage of repairs completed within 24 hours and repeat troubl e reports.
Sprint reports some of these to the FCC, but apparently does not monitor them for intrastate
purposes, whichissurprising giventhat state regulatorstypically aremore concerned with, and

directly involved with the regulation of, local operations than is the FCC.

157 /

Sprint response to RPA-2, Document NJO00322.pdf, at 1.
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Do the abjectives United setsfor the measur ements seem reasonable?

No. An objective of only 75% for completing primary service orders within five days is
inexplicably low.”™® Also, United NJ s objective for meeting its commitments to install
primary basic local exchange serviceisonly 88 percent.™ By contrast, V erizon seeksto meet
astandard of 90 percent for completing installations within five days, and to meet 98 percent

of itsinstallation commitmentsfor residential and businesslocal service *®

Also, anobjective
of 8 customer troubl e reports per hundred accesslinesisentirely out of date and inappropriate.
The objective for Verizon, by contrast, is only 2.3.*** Based on the deployment of digital

switches and the upgrading of outside plant, an objective of eight trouble reports per hundred

How do United’sand Verizon’s service quality standar ds compar e?
Exhibit SMB-15 compares the standards applicable to Verizon with those that United

apparently seeks to achieve.'®> A United consumer is no less deserving of acceptable service

Q:
linesisinexcusably high.
Q:
18/ Response to RPA-106.
B
160/

In the Matter of the Application of Verizon New Jersey Inc. For Approval (1) of aNew Plan for an

Alternative Form of Regulation and (ii) to Reclassify Multi-Line Rate Regulated Business Services as Competitive
Services, and Compliance Filing, New Jersey Board of Public Utilities Docket No. TO01020095, Decision and
Order, ("PAR-2 Order") August 19, 2003, Attachment B.

161/

162/

Id.

For Verizon, the Board “updated and improved” three of the twelve metrics defined through the Rate

Stability Plan in 1987 and approved under PAR-1. In addition, the Board adopted eight metrics utilized in the
FCC's Automated Reporting Management Information System (“ARMIS") and created one new metric (BPU
complaints per 10,000 lines). Id., at 79.
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quality than is a Verizon consumer, and certainly faces similar or fewer opportunities for
competitive alternatives.

Complaints decreased between 2000 and 2004 for United NJ. ' Can one assumethat if
thenumber of complaintsdeclinethat servicequality isimproving, or at least adequate?
Not necessarily. Customers alter their expectations based on previous experience. For
example, if theroad onetravelsoftenisriddled with potholes, at some point, the potholefilled
road becomes the standard. A decline in complaints could simply paralel a decline in
expectations.

Didn’t the FCC recently release a report concluding that its analysis “indicates the
presence of statistically significant long term trends ... indicative of long-term
improvement?” 1%

Yes. However, this report focuses largely on industry-wide trends. While the report does
discussindividual companies(including Sprint), theresultsare aggregated over thecompanies
entire service areas. In the case of Sprint, no detail is provided for its New Jersey subsidiary,

United New Jersey.

FCC ARMIS Report 43-05, Table V, Column(da), Rows 320, 322, 330, 332 (State Complaints per

1,000,000 Lines). The numbers for United NJ, Business and Residential, are 709 in 2000, and 106 in 2004.

Industry Analysis and Technology Division, Wireline Competition Bureau, Federal Communications

Commission, Quality of Service of Incumbent Local Exchange Carriers (November 2005), pages 1-2.
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What ar etheconsequencesof servicequality deteriorationin United’ sterritory, whether
measured on awire center, district, or statewide basis?

When asked “[w] hat consequences, if any, ensueif servicequality deteriorates,” Sprint simply
indicated that “ United NJ abidesby the Board’ s Service Standardsat NJAC 14:10-1.10(a) that
states ‘When a utility fails to meet any of the minimum service levels listed below in a
reporting entity for three consecutive months the service data for the standard not met in that
entity shall be reported to the Board.”*® This responseis troubling for two reasons. Firt, as
| explain above, the minimum service standard levels that presently apply to United are
woefully inadequate as is evidenced by actual performance by ILECs. Second, one would
expect some type of internal accountability if service quality deterioratesin a particular part
of United NJ s serving territory.

Arethe existing consequences sufficient?

No. If acompetitive marketplace existed, regulatory oversight of the quality of United’ sbasic
local exchange service would be unnecessary. However, precisely because mass market
consumers do not select providers in a “competitive marketplace,” regulatory oversight is
essential. Where there is sufficient competition, customers can migrate to the provider with
the desired level of service quality. However, for the mass market basic customer, such
competitive options do not exist in New Jersey at this time. That United may not now for

business reasons choose to track its service quality performance at a disaggregated level and

165 /

Sprint response to RPA-119.
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at sufficiently rigorous standards simply underscores that as a dominant provider, it need not
be concerned with detailed service quality data. The fact that United does not track service
quality dataor apparently have asystem for internal accountability isevidencethat it lacksthe
economic incentive to track service quality. In the absence of effective competition, the
Board' sintervention is essential in thisregard. Therefore, | urge the Board, as a condition of
any approva granted for the proposed spin off, to establish meaningful service quality
standards and financial accountability. The*“local focus’ that Dr. Mayo toutsis meaningless
absent greater accountability to customers, which have few competitive alternatives.

Do you have specific recommendationsregar ding financial accountability?

Yes. Asl discuss below with referenceto Illinois, customer-specific accountability could be
ingtituted. Inother words, rather than focuson thereporting mechanism, the Board could focus
on the customer and create financial accountability if United failsto meet specified standards.
The advantage of such an approach is that there would be afinancial incentive for providing
service quality. The challenge of this approach, however, isthat each and every customer of
basic local exchange service in New Jersey would need to be fully informed as to the
consequences of late installations or delayed maintenance of out-of-service lines. United
should commit to incurring financial consequences should service quality decline. The
financial consequences would not apply if United achieves those service quality standards
deemed appropriate by the Board. Yet, by establishing such financial consequences, a

safeguard could prevent a decline in the future. To the extent that competitive pressures
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discipline a local service provider’s service quality, the financial consequences would be
irrelevant.
Q: Please describethe lllinois program you refer ence above.
Inlllinois, asaresult of state-enacted legidlation, telecommunications carriers are required to
provide customer credits for (1) out-of-service over 24 hours; (2) installation occurring after
five days; and (3) missed appointments.’® The credits are as follows:
Table SMB-3

Illinois Creditsfor Out of Servicefor morethan 24 Hours

24-48 hours A pro-rate portion of the monthly recurring charges

10
11
12
13

48-72 hours

33% of monthly recurring charges

72-96 hours

67% of monthly recurring charges

96-120 hours

100% of monthly recurring charges

> 120 hours

Alternative telephone service or $20/day (customer

option)

186/ 83 11l.Adm. Code 732, effective August 1, 2001; Ilinois Commerce Commission, Docket No. 98-0252,
Illinois Bell Telephone Company Application for review of aternative regulation plan; Docket No. 98-0335, Illinois
Bell Telephone Company petition to Rebalance Illinois Bell Telephone Company’s Carrier Access and Network
Access Line Rates; Docket No. 00-0764, Citizens Utility Board and the People of the State of Illinois -v- Illinois

Bell Telephone Company, Verified Complaint for a Reduction in Illinois Bell Telephone Company's Rates and Other
Relief, Order, December 30, 2002 (“1llinois Order”), at 196.
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Table SMB-4

[llinois Creditsfor Delayed Service Installation

After 5 business days 50% installation charges

After 10 business days 100% installation charges

Each day thereafter Alternative telephone service or $20/day
(customer option)

For missed installation and repair appointments, customers receive $50 per missed
appointment in the absence of 24 hours notice.

Please explain the relevance of the I llinois legislation to this proceeding.

Although not required by legislation to do so, United could voluntarily commit to providing
its consumers with credits for failure to meet service quality benchmarks. Assuming that
United complies with the benchmarks, the financial consequences would never apply. By
agreeing to specific consequences, United could demonstrate its good-faith intention to
continue to maintain service quality for consumers.

Haveother stateregulatorsestablished servicequality incentivesto protect consumer s?
Yes. The Michigan Public Service Commission adopted new service quality rules for
telecommunications on August 1, 2005.*” Among other requirements, the comprehensive

rules require providersto give customers acredit of $25 for amissed repair commitment and

167 /

In the matter, on the Commission’s own motion, to promulgate rules governing the quality of

telecommunications services, Michigan Public Service Commission Case No. U-14435, Order Adopting
Telecommunications Service Rules, August 1, 2005.
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either a50 percent or 100 percent waiver of installation fees, depending on the tardiness of the
installation.™® Facilities-based providers are required to report to the commission any
disruption of serviceto a“substantial” number of customers (thelesser of 25% or 2,000 of the
accesslines) in any exchangethat lastsfor one hour or more. The reporting must occur within
90 minutes of becoming aware of the disruption or within 90 minutes of the commencement
of the next business day (if after hours).'® Upon request of the commission or its staff the
provider must undertake an analysis to determine the level of compliance with the service
quality rules.*® Providers, must, within ten business days of receiving an oral or written

complaint must investigate and respond “fully and promptly.”

Also, theVirginiaCorporation Commission al so recently adopted new servicequality rulesfor

all local exchanges carriersin Virginia.*

New standards include a repeat trouble report rate
of 16% and 3 or fewer outside plant trouble reports within any thirty day period. In-service

troubl e reports cleared within 72 hours must reach arate of 90% and in-servicetroublereports

168 /
169 /
170 /

171 /

172 /

Id.
Id., at Exhibit A, page 5.
Id.

Id., at 8.

Establishment of Rules for Service Quality Sandards for the Provision of Local Exchange

Telecommunications Services, Virginia Corporation Commission Case No. PUC-2003-00110, Final Order
Approving Rules for Local Exchange Telecommunications Company Service Quality Standards, September 30, 2005
(“Virginia Service Quality Order”).
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cleared within 96 hours must reach arate of 95%."

TheJoint Petitioner sassert that “ thesepar ation will haveno adver seeffect on thequality
of service customersenjoy, or on theability of thecompany to meet all of itsobligations.
Equally important, there will be no change in the high quality customer service
experiencethat the company provides.” ** Please comment.

First, based on my analysis of the datathat Sprint submitsto the FCC, which | discuss below
and summarizein exhibitsto my testimony, | am not persuaded that United NJ provides high
quality service, and therefore, it is not evident that the starting point is acceptable. Second, a
spin-off of the magnitude that the proposed transaction contemplates should yield a positive
benefit, not simply leave consumerswith the samelevel of serviceasthey now have. Thespin
off creates risks for consumers that should be offset by clear benefits.

What service quality measures does Sprint report to the FCC?

Exhibit SMB-16, which isareproduction of the Joint Petitioners’ responsesto RPA-109 and
RPA-112, includes the definitions of six service quality measurements that Sprint reports to
the FCC. Sprint does not explain why the measures that it includes in response to RPA-106
(that is, the measures that Sprint presently measures) do not include all these measures that

Sprint submits to the FCC.

173 /

174 /

Id., at Attachment A.

Hrip Direct (Joint Petitioners), at 9; Sprint response to RPA-120.
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Have you analyzed these service quality data?

Yes. FCC ARMIS data show that in several areas, Sprint’s local service customers have
suffered a deterioration in service quality over the past decade.

Can you provide specific examples of thisdeterioration in service quality?

One example isthe metric “Out of Service Repair Intervalsin Hours.” Therepair interval for
United New Jersey rose from 10.5 hoursin 1995 to 22.8 hoursin 2004.1"

What impact does this have on New Jer sey consumer s?

This means that customers who lose telephone service, often through no fault of their own,
must wait 22.8 hours, on average, for serviceto berestored. Every hour that ahousehold must
wait for repair work to be completed is another hour that it isunableto call 911. Every hour
that abusinessis unable to utilize normal telephone service is another hour that productive
economic activity isimpaired.

Can you provide other examples of service deterioration over the past decade?

Yes. The “Repeat Out-of-Service Trouble Reports as a Percentage of Initial Out-of-Service
Reports’ metric showsthat United New Jersey hasbecomelessefficient at performing repairs.
As Exhibit SMB-17 shows, for United New Jersey this metric rises from 8.6% in 1995 to
20.4% in 2004.1"° The metric “Percent Local Installation Commitments Met” also suggests

declining service quality. 1n 1997 United New Jersey met 99.62% of its local installation

175/

176/

FCC, ARMIS Report 43-05, Table 11, Column (af), Rows 144, 145, 148, and 149.

FCC, ARMIS Report 43-05, Table 11, Column (af), Rows 144, 148.
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commitments. 1n 2004, the percentagefell to 96.98%. AsExhibit SMB-18 shows, in contrast,
Verizon New Jersey met 99.27% of its local installation commitmentsin 2004.

What istheimpact on United’s New Jer sey customer s?

The rise in repeat trouble reports means that United New Jersey technicians increasingly
require multiple attemptsto fix problemsreported by customers. The declining percentage of
installation commitments met means that customerswho are told that their telephone service
will be installed properly by a certain date are increasingly disappointed. Continuing and
projected reductionsin spending on customer operationsand in capital expenditureswill only
serve to hasten the service quality deterioration noted above.

Has Sprint provided materials explaining the cause of declining metricswith respect to
service quality?

The Ratepayer Advocate (in RPA-111) asked Sprint to explain why the percentage of repeat
troubles for households doubled over the past decade. The Joint Petitioners have not yet
responded to this datarequest. | urge the Board to seek a complete explanation of the cause
for thedeclining service quality in United NJ sserviceterritory and also United NJ s proposed

remedies (including specific milestones and time frames).

177 /

FCC, ARMIS Report 43-05, Table 11, Column (af), Row 132.
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Ms. Baldwin, this proceeding simply concer ns a changein control and would not affect

theBoard’soversight of theLTD. Why should the Board address service quality in this

proceeding?

Aninvestigation of United NJ s service quality istimely and appropriate for several reasons:

Clearly an analysis of United NJ s service quality is long overdue asis evidenced by
itsinferior (and declining) performance and inexplicably lax standards.

Consumers should be better off after the transaction, based on the statutory criteria.
Clearly, acceptable service quality is one of the relevant factors for assessing whether
LTD offers “safe and adequate service.”

Sprint Nextel is eager to obtain requisite regulatory approvals to complete this major
transaction, and, therefore, at this time, is most likely to be responsive to Board
leadership on important policy objectives. Once LTD has been spun off, LTD’s
incentives for increasing its service quality will diminish.

Postponing theinvestigation of United NJ sservicequality harmsthose customerswith
the least recourse, particularly mass market consumers who cannot afford broadband

and the potential for competitive alternatives that broadband could offer.

REDACTED VERSION

92



10

11

12

13

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739

The Board should investigate the reasons for declining subscriber ship in New Jer sey.

Q:

Do you have any other concerns about LTD’s provision of safe and adequate service
offered at just and reasonable ratesto New Jer sey consumer s?

Yes. In August 2005, the National Association of State Utility Consumer Advocates
(“NASUCA") sent aletter to FCC Chairman, Kevin J. Martin, seeking the commencement of
aninquiry “into the source (methodol ogical and/or actual) of the declinein reported tel ephone
subscribership.”*® According to a FCC report issued in May 2005, nationwide telephone
subscribership had declined over the past two years from a high of 95.5% in March of 2003
t0 92.4% in March of 2005.'” This decline could not be be attributed to consumers “cutting
the cord” and opting to use wireless phonesinstead; the FCC study counts such households as
telephone subscribers.®® NASUCA observed that this decline comes at a time when the
federal universal service fund “hasreached its highest levels ever.” ¥ Exhibit SMB-19 shows

the trend of declining subscribership, and incorporates the FCC’s most recent data.'®

178/

National Association of State Utility Consumer Advocates, letter to Honorable Kevin J. Martin, Chairman,

Federal Communications Commission, August 11, 2005 (“NASUCA Subscribership Letter”), at 2.

179/

Federal Communications Commission, Wireline Competition Bureau, Industry Analysis and Technology

Division, Telephone Subscribership in the United Sates, data through March 2005, released May 2005 (“FCC
Subscribership Report”), at Table 1.The FCC report indicated that the percentage of households with atelephonein
New Jersey fell from ahigh of 96.6% in July of 2003 to 93.9% in March of 2005.

8 d, a2

18, NASUCA Subscribership Letter, at 2.

182/ Telephone Subscribership in the United States (Data through July 2005), Federal Communications
Commission, Wireline Competition Bureau, Industry Analysis and Technology Division, Released November 2005,
Table 3.
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The Board should be even more concerned about affordability issues and access asit reviews
the proposed spin off. The Ratepayer Advocate concurswith NASUCA that the* apparent lack
of access of an increasing number of Americans to basic telephone services cannot be
overlooked as the nation moves to a broadband-based tel ecommunication system.” 1%
What isthe significance of subscribership to this proceeding?
| urge the Board to use this proceeding as an opportunity to set the course to improve access
by all consumers to adequate telecommuni cations services at reasonable rates, and to ensure
that some consumers are not left behind. Among other things, Commissioner Copps recently
stated the following, in the context of approving Verizon's acquisition of MCI:
Looking beyond the transaction before us, it is obvious that the whole
telecommuni cations |andscape continues to change dramatically. But despite
al of the advances in technology and efficiency over the last decade, local
phonerateshavefailedto decline. Household phone penetrationisat the lowest
rate in 17 years. Surely being 16th in the world in broadband penetration is
nothing to crow to about. And, yes, we still have enormous digital gaps from
the inner city to the rural village, and thereisareal threat that current policies
may widen rather than close those gaps. So there are already ample warning
signssomethingisnot right. And it islong past timefor the Commission to pay
Doesthe FCC data show penetration levels separately by carrier?
No. Subscribership dataisnot available separately, by carrier, and therefore, the Board should
require United to provide detailed information regarding subscribership in its territory, and

about Lifeline participation. The Ratepayer Advocate sought information regarding lifeline

Q:
heed.’®
Q:
183 NASUCA Subscribership Letter, at 2.
184/

Verizon/MCI Merger Order, Statement of Commissioner Michael J. Copps, concurring, at 145.
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participation. However, in response to RPA-143, United NJ contends that it is unable to
determine the number of its customers that are eligible for the Lifeline program. As of

December 31, 2004, there were 960 United NJ customers participating in the Lifeline

185

| sther esufficient infor mation todeter minewhether United NJ’ soutr each and education

No. Without information about the quantity of eligible customers, the Board cannot determine
whether outreach and education efforts are sufficient. The Board has addressed Lifeline

participation asit relatesto Verizon NJ, and should undertake similar effortsregarding United

Please describe your understanding of the Board’s directives regarding Verizon NJ's
effortsto increase subscribership in the Lifeline Program.
Inits“PAR-2" order, the Board stated:

However, as noted by the Advocate, at present there are less than 50,000
subscribersin this program, while the record indi cates that 400,000 to 500,000
may be eligible. Therefore, we shall enhance the affordability of residential
basic exchange service by ordering improvements to the New Jersey Lifeline
program in the area of digibility. While VNJ has proposed improvements to
Lifeline, we FIND that the Company’ s proposal must be modified in order to
satisfy the requirements of N.J.S.A: 48:2-21.18(a)(1). We DIRECT that these
modifications shall become effective as of March 1, 2003.

program.
Q:
efforts sufficefor Lifeline?
A:
NJ.
Q:
A:
18/ Sprint response to RPA-143.
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TheBoardiskeenly awareof New Jersey’ slow Lifelineparticipationrate. Less
than 50,000 subscribers is an unacceptably low rate for a program that is
intended to promote aff ordabl e tel ephone servicefor our neediest citizens, and
that has been in existence since December 1, 1997.'%

The Board modified VNJ s proposed improvement to New Jersey’s Lifeline program and
directed VNJto make such modificationsby March 1, 2003.'*” These modificationsincluded
an expansion of eligibility; raising thelevel of Lifeline assistance “making New Jersey a‘full

assistance’ state”; and the implementation of an automatic enrollment procedure.*®®

Q: Didn’t the Board morerecently address Lifeline participation?

A: Yes. In2005, initsorder issuedin Docket No. TT04060442 (theinvestigation of VerizonNJ s

“revenue-neutral” tariff filing), the Board stated:

Nevertheless, the Board isaware of the need to ensurethat all possibleeligible

customers are enrolled in the Lifeline program. To that purpose, the Board
directs that the communications Lifeline working group, which includes BPU
Staff, VNJ, representativesfrom relevant State agenciesand M RP, should meet
to develop solutions to the concerns about Lifeline enrollment raised by MRP
in this proceeding. The working group will address these issues as
expeditiously as possible, and shall report their proposed resolutions to the
Board by no later than April 29, 2005. The Board will take action on these
proposed resolutions as soon as possible, and expects to have them
implemented by late Spring, 2005.'%

186/ PAR-2 Order, at 29, 31.
187/ Id., at 29.
188/ Id., at 30-31.

189/ Docket No. TT04060442 In the Matter of Verizon New Jersey Inc. For arevision of Tariff B.P.U. - No. 2
providing for arevenue neutral rate restructure, Decision and Order, March 24, 2005, at 17.
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Q: Areyou awar eof any similar effortstoincreaseL ifelineparticipation amongUnited NJ's
customers?

A: No.

Q: Please summarizeyour recommendation regardingtheLifelineprogramin United NJ's
territory.

A: The Board should ensure that United NJis making agood faith effort to increase participation
in the Lifeline program.

The Joint Petitioners should commit to deploying infrastructure to ensure that mass market
consumersare not left behind.

Q: Areyou familiar with any studiesr egar ding br oadband accesstothelnternet asit relates
to household income?

A: Yes. The US Department of Commerce’'s National Telecommunications and Information
Administration (“NTIA”) included the following data in a 2004 report, based on a survey

conducted in October 2003;1%°

19/ «A Nation Online: Entering the Broadband Age,” US Department of Commerce, Economics and Statistics

Administration, National Telecommunications and Information Administration, September 2004, Appendix Table 1.
http://mwww.ntia.doc.gov/reports/anol/NationOnlineBroadband04.doc
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Table SMB-5

Per centage of U.S. Individuals Age Three and
Older Living in a Broadband Household,
by Family Income (as of October 2003)

Percentage Livingin

Family Income Broadband Household

Less than $15,000 7.5%
$15,000 - $24,000 9.3%
$25,000 - $34,999 13.4%
$35,000 - $49,999 19.0%
$50,000 - $74,999 27.9%
$75,000 and above 45.4%
$75,000 - $99,999 36.8%
$100,000 - $149,999 49.3%
$150,000 and above 57.7%

Source: US Dept. of Commerce, Economics and Statistics
Administration, National Telecommunications and Information
Administration, A Nation Online: Entering the Broadband Age,
September 2004, Appendix Table 1.

Did the NTIA also analyze the percentage of “non-Internet-using” households by
income?

Yes. Table SMB-6 summarizes this information.
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Table SMB-6

Per centage of U.S. Individuals Reported as Non-
Internet Users,
by Family Income (as of October 2003)

Percentage of Non-

Family Income Internet Users

Less than $15,000 68.8%
$15,000 - $24,000 62.0%
$25,000 - $34,999 51.1%
$35,000 - $49,999 37.9%
$50,000 - $74,999 28.2%
$75,000 and above 17.1%
$75,000 - $99,999 20.2%
$100,000 - $149,999 14.9%
$150,000 and above 13.9%

Source: US Dept. of Commerce, Economics and Statistics
Administration, National Telecommunications and Information
Administration, A Nation Online: Entering the Broadband Age,
September 2004, Appendix Table 2.

Did the NTIA report include any analysis of the mode of access to the Internet by
household income?

Yes. Asthe following excerpt from the NTIA report clearly demonstrates, among Internet
households, the use of dial-up access is relatively more prevalent among relatively lower
income households and the use of broadband accessincreases as household incomeincreases.
Among other implications, the much-touted intermodal alternative of Vol P, which dependson

broadband access, islesslikely to provide an economic substitute for low-income househol ds.
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Table SMB-7**

Internet Connection Typesfor U.S. Households (as of October 2003)
Dial-Up Digital Subscriber
Total Telephone Cable Modem Line (DSL)
Internet
_ Households | No | 9% | No. % No. %
Family Income (0Q0s)
61,481 38,593 62.8% 12,638 20.6% 9,335 15.2%
L ess than $15,000 3681 | 2555 | 69.4% 584 15.9% 477 | 13.0%
$15,000 - $24,000 3839 | 2786 | 72.6% 600 15.6% 418 | 10.9%
$25,000 - $34,999 5855 | 4,137 | 70.7% 921 15.7% 694 | 11.9%
$35,000 - $49,999 8867 | 6213 | 701% | 1,391 15.5% 1,138 | 12.8%
$50,000 - $74,999 12429 | 7918 | 63.7% | 2531 20.4% 1814 | 14.6%
$75,000 - $99,999 7774 | 4440 | 571% | 1,919 24.7% 1,321 | 17.0%
$100,000 - $149,999 5811 | 2726 | 469% | 1771 30.5% 1,207 | 20.8%
$150,000 and above 3753 | 1482 | 395% | 1,242 33.1% 961 | 25.6%
Source: US Dept. of Commerce, Economics and Statistics Administration, National Telecommunications and
Information Administration, A Nation Online: Entering the Broadband Age, September 2004, Appendix Table 4.

Q: What istheincome distribution for New Jer sey’ s households?
A: Forty-five percent of New Jersey households have incomes below $50,000.'% The survey

reported by the NTIA demonstrates clearly that asincome declines, the probability of Internet

¥/ TheNTIA report also includes data for the following categories: mobile/phone/PDA/pager, satellite, fixed

wireless and other. For each of these categories, the percentages shown are less than one percent.

192/ U.S. Bureau of Census.
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access declines, and, in those instances where households do have Internet access, asincome
declines, the probability of broadband rather than dial-up access also declines.

What isthe significance of these factorsto this proceeding?

The Joint Petitionershave an opportunity, asanintegral component of their multi-billiondollar
transaction, to commit to tangible, explicit benefitsfor those consumerswho might otherwise
be left behind. United NJand other ILECs are clear winners from the FCC’ srecent ruling,'*
which eliminated mandated sharing for wireline broadband I nternet access. Inthisproceeding,
United NJ could help to “speed the deployment of affordable broadband services to all
Americans’ and to “preserve our ability to support the deployment of these services for
consumers that the market may leave behind.”**

How, specifically, do you recommend that United NJ assist in achieving this objective of
not leaving any consumerson the other side of the “digital divide’?

United NJ should offer broadband access at POTS prices.

The LTD divestiture will jeopar dize the reasonableness of New Jer sey consumers' rates.

Q: Has the Ratepayer Advocate engaged any other consultantsto assist in examining the
impact of the LTD divestiture on New Jer sey ratepayer s?

A: Yes. The Ratepayer Advocate has engaged Snavely King Majoros O’ Connor & Lee, Inc.

198/ “FCC Eliminates Mandated Sharing Requirement on Incumbents’ Wireline Broadband Internet Access

Services: Decision Places Telephone and Cable Companies on Equal Footing,” FCC Press Release, August 5, 2005.

1947 1d., Separate Statement of Commissioner Jonathan S. Adelstein, concurring.
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(“Snavely King”). | discuss my understanding of their preliminary concernsin this section of
my testimony.

Will the spin off of LTD Holding Company adversely affect the rates of United NJ
ratepayers?

Itisvery likely that the divestiture of LTD Holdings from Sprint Nextel will adversely affect
the rates paid by United NJ ratepayers, although one cannot predict the extent of this effect,

because Sprint has provided insufficient information.

LTD’sfiling lacks any meaningful demonstration of the effect of the divestiture accounting
entry - thedebitsand the credits. Thisisthe most fundamental entry of all, anditisimpossible
to hypothesizeitsimpact. By contrast, for itsdivestiture, AT& T filed athick book titled Plan
of Reorganization that described, in detail, the accounting entries to be booked in that

divestiture.

Sprint has filed nothing of the kind. Mr. Gast submitted a United New Jersey income
statement (MAG-1), balance sheet (MAG-2), and cash flow statement (MAG-3) all as of
December 31, 2004. Even if these were acceptable, they are not timely, but rather stale in
relationship to the anticipated date of the actual divestiture. Mr. Gast should have provided
some projections for United New Jersey. Sprint Nextel was able to provide LTD projections

through 2007 to Mr. Coallins (see Collins Direct, pages 2 - 3); Sprint Nextel should have
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provided similar projected datafor United New Jersey to the Board.
Doesthefiling show theimpact of the divestiture on United NJ?
No. All of Mr. Gast's financial statements assume the divestiture occurred as of January 1,
2004. In other words, there is no United New Jersey balance sheet showing the effect of the
divestiture entry on United New Jersey. Furthermore, the United New Jersey financial
statements are all on an unseparated total company ARMIS basis. At aminimum, the Board
should be able to examine equivalent financial statements on a GAAP basis. There are
significant differencesbetween GAAPand ARMI Sfinancial statementsthat arerelevant inthis
proceeding. For example, Sprint's 2003 Form 10K states:
Adoption of SFAS No. 143 affected the cost of removal historically recorded
by the FON groups. Consistent with regulatory requirements and industry
practice, the local division historically accrued costs of remova in its
depreciation reserves. These costsof removal do not meet the SFASNO. 143
definition of an ARO liability. Upon adoption of SFAS NO. 143, the FON
Group recorded a reduction in its historical depreciation reserves of
approximately $420 millionto removethe accumul ated excesscost of removal,
resulting inacumulative effect of changein accounting principlecredit of $258
million net of tax, in the Consolidated Statements of Operations. The impact
of this accounting change on income (loss) from continuing operations a
decreaseto the FON Group’ s 2003 depreciation expense of approximately $40
million and an increase to 2003 expenses incurred for removal costs of
approximately $20 million recognized asincurred over the year. '
Thus, Sprint’s FON Group took into its own corporate income $420 million of depreciation

it had previously charged to ratepayers, and then reduced its GAAP depreciation rates. This

accounting treatment is not explained in the Joint Petitioners' filing and itsimpact cannot be

195 /

Sprint 2003 10K, p. F-30 emphasis added.
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determined without United New Jersey financial statements on both a GAAP and ARMIS
basis, for arelevant period. Based on the information available now, it isvirtually impossible
to conduct areasonabl e analysisand eval uation of the basic accounting entries associated with
this divestiture.

Are there other significant items of concern that a proper analysis and evaluation of
mor e relevant, specific divestitur e accounting entries and numbers may highlight?
Yes. A proper analysis and evaluation of the specific accounting entries and more relevant
numbers should highlight any instances in which Sprint or LTD may be attempting to take
other sourcesof ratepayers-provided fundsinto their corporate capital accounts. For example,
the Joint Petitioners have not provided any detail concerning the asset transfersrelating to the
divestiture. Attachment B isa 1983 article by Michael J. Mgjoros, Jr. relating to the AT& T
divestiture. The article explains how AT&T’'s Plan of Reorganization, discussed above,
resulted in telephone companies taking ratepayer-provided deferred taxes into their equity
accounts as acomponent of the* midnight” divestiture entries. The Joint Petitioners have not
explained how Sprint Nextel will treat these transfers and have not provided any sense of the
amount of money involved. Apparently, Sprint Nextel seeksapproval inadvanceand thenwill
make the entry. Instead, the Board should attempt to get United NJ' s books right before
approving the divestiture. Another example of ratepayers-provided funds is the excessive
depreciation discussed above. Furthermore, over-funded pension plansareratepayer-provided

funds. There may be other ratepayer-provided funds on United New Jersey’ s books, but they
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are not identifiable with presently available information. Of greatest concern is the fact that
Sprint Nextel’ s intentions regarding those ratepayer-provided funds are unknown.

Why islikely that the divestiture will have an adver se effect of the rates of United New
Jersey?

The principal effect has to do with the processes of the rate base/rate-of-return form of
regulation that now governsthe setting of United NJ srates. The capitalization aspectsof this
transaction anticipate the conversion of all LTD (hence) United NJ equity into debt with a
repayment schedule. Current regulatory accounting principles generally provide aregulated
utility with the opportunity to receive a return on and return of its invested capital.
Depreciation is said to provide the return of capital, but readisticaly, there is no specific

reguirement to provide utility investorsaregular check for areturn of their capital investment.

A complete conversion of equity into debt, however, creates a specific obligation for equity
repayment. Thus, debt service effectively becomes a component of the revenue requirement.
Unlike common equity, there is a requirement to make debt payments. In a period of
potentially declining revenues, the substitution of debt for equity will accel erate unnecessarily
upward pressure onrates. Indeed, theissuance of debt appearsto serve no purpose other than
to strengthen Sprint Nextel’ spost-divestiturefinancial position by dramatically weakening the

financial positions of the local companies.
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Mr. Collins states on page 7 of histestimony that the book value of equity capital has
littlerelevancein determining the capital structureand leveragerisk of most operating
companies. Please comment.

Thisstatement doesnot apply to companies subject to rate base/rate-of -return regul ation, such
as United NJ. For those companies, book value is of critical importance because regul ation
makes it so. The earnings of such companies are determined by applying an allowed rate of
return to arate base that is composed of the book value of the assets devoted to public utility
service. Conventionaly, the rate base is the net book value of the plant in service, plus
allowances for working capital and less the accumulated deferred taxes. While thisrate base
is drawn from the asset side of the balance shest, it is necessarily matched on the liabilities
side. If thedebt portion of the company’ scapital structure equalsor exceedstherate base, then
any alowed return on that rate base, no matter how generous, will flow principally to debt
service, leaving little in the way of earnings to the company's equity investors. In the case of
LTD Holdings, the forecast debt will exceed the entire book value of the company’s assets.
(See Gast Exhibit No. MAG-5.) If regulation allowsareturn only on those assets at their book
value, then there will be little, if any, earnings left for the equity investors.

What isthe possible effect on LTD Holdings?

The extent of this regulatory effect of on LTD Holdings depends upon the portion of LTD’s
operationsthat is subject to rate base/rate-of-return regulation. If most of LTD’ s operations

areregulated in thismanner, then Houlihan L okey’ svaluation of LTD’ sequity at multiples of
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its book value is overstated. Consequently, it would be wrong to include any of the debt
service created by the overstated valuationin United of New Jersey’ sservicerates. Otherwise,
ratepayers must be recognized and compensated in the distribution of the premium created by
the HL valuation, and further compensated for the additional risk manifested in theform of the
debt servicethey will berequired to absorb, and any future revenues such aswirelessthat were

essentially subsidized by regulated operations as those markets devel oped.

Regardless of whether the extent of this problem pervades LTD’s operations, there is little
guestion that United NJ will be regarded within LTD as a poor performer as long as it is
subject to rate base/rate-of -return regulation. Thisreputation can have only adverse effectson
United NJ sratepayers. First, it will motivate LTD to reduce investment in United NJ, with
the consequent slow devel opment of advanced services. Second, it will encourage LTD to cut
United NJ sexpensesto thebone, resultingin afurther declinein United’ salready poor service
performance. Finaly, it will stimulate upward pressure on rates.

What might be the consequences of the upward pressure?

Two courses of action suggest themselves. First, LTD will likely attempt to escape rate
base/rate-of -return regulation through regulatory or legidlative action, possibly based on an
argument that inter-modal competition is now sufficient to control prices. If successful, this
strategy likely will result in inverse-elasticity pricing, wherein rates are reduced to customers

who actually have viable communications alternatives, but those reductions are more than

REDACTED VERSION

107



10

11

12

13

14

15

16

17

18

19

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739

offset by rateincreasesto the most captive customers, principally the mass market subscribers

who do not have access to competitive alternatives for voice communications.

The second course of action may be to initiate arate case - or a series of rate cases. In this

instance, LTD can be expected to employ every device available to inflate its revenue claim.

Among these devices may be the following:

. Theretention by Sprint of the accumulated deferred taxes that United NJ' s ratepayers
have paid in their rates but which Sprint has not paid to the IRS;

. The use of United NJ s capital structure with its 35%/75% debt/equity ratio;'*

. The inclusion of extensive unregulated and unaudited service charges from LTD
Management Service Co.;
. Inflated depreciation rates based on short service lives and exaggerated removal cost
allowances;
. Possible revaluation of plant based on replacement value;
. Allocation of parent company debt service coststo United NJ.
Q: Ms. Baldwin, doesthiscompleteyour summary of your under standing of Snavely King's
concerns about the proposed divestitureof LTD?
A: Yes. Itisalso my understanding that the analysisis necessarily preliminary, because thereis
not yet sufficient information to assess the impact of the proposed spin-off on United NJ's
198/ Debt $57.9 million/Equity $105.6 million from Exhibit No. MAG-2
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accounts.

Do you concur with these concernsraised by Snavely King?

Yes. Asl discussthroughout thistestimony, the Joint Petitioners proposed divestiture would
expose New Jersey consumersto risk without any offsetting benefit. The Joint Petitionershave
not provided adequate information to the Board to enable the Board to ensure that the spun of f
company will be sufficiently financially viable. Based on the information provided thusfar,
the proposed transaction would unnecessarily threaten the affordability of ratesand the quality

of service for more than 200,000 customersin New Jersey.
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V. SPRINT PAYPHONE

TheJoint Petitioner shavefailed todemonstratethat Sprint’ spayphoneoperationscomply with
the requirements of the Telecommunications Act of 1996.

Q:

Did the Joint Petitioners submit any testimony and/or cost studies regarding Sprint
Payphone?

No.

Have the Joint Petitioner s submitted any information demonstrating their compliance
with Section 276 of the Act?"’

No. Section 276 of the Act, asimplemented by the FCC in various payphone orders, requires
that all subsidiesberemoved from Sprint/United NJ (“ Sprint Payphone”) effective April 1997,
as evidenced in tariff filings required by the FCC.**® Sprint Payphone hasfailed to provide a
fully distributed cost analysis based upon current revenues and expenses for each year
commencing in 1997 to show that all revenues exceed all expenses, asrequired by Section 276
of the Act. Becausethe Joint Petitioners havefailed to providethisanalysis, the Board cannot
ascertain whether Sprint Payphone isin compliance with the various FCC payphone orders.

Also, the Board should apply the FCC’ s “new servicestest” to the payphone service offering

197/

Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (“1996 Act”). The 1996 Act amended

the Communications Act of 1934. Hereinafter, the Communications Act of 1934, as amended by the 1996 Act, will
be referred to as “the Act”; Citations shall be to the Section of the Act, asissued and not the codified citations found
in the United States Code.

198/

Seqg.

The Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56, codified at 47 U.S.C. 88§ 151 et
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provided to Sprint Payphones and to Customer Owned Customer Operated Telephones
(“COCOTS).

Please provide some background on the payphone issues.

Beginning in June, 1996, the FCC developed rules and policiesto implement Section 276 of
the Act. Section 276(a) of the Act directed the FCC to prescribe a set of nonstructural
safeguardsfor Bell Operating Companies (“BOCS") payphoneservicetoimplementthe Act’s
requirements that any BOC: (1) shall not subsidize its payphone service directly or indirectly
from its telephone exchange or exchange access service operations; and (2) shall not prefer or
discriminate in favor of its payphone service.®® Under Section 276(b) of the Act, the FCC
was charged by Congressto issue regulationsthat would (1) establish aper call compensation
plan to ensurethat all payphone providersarefairly compensated for calls; (2) discontinuethe
intrastate and interstate carrier access charge payphone service elements and eliminate all
subsidies from basic exchange and exchange access revenues; and (3) provide a set of
nonstructural safeguards -- which at a minimum must include the nonstructural safeguards
adopted in the Computer Inquiry-111 -- for BOCs to implement the objectives of the Act.®
The FCC adopted nonstructural safeguards to detect and remove subsidies that existed in
BOCs' payphone operations. These rulesapply to both BOCs and incumbent local exchange

carriers.

199 /

47 U.S.C. § 276(a). The FCC's orders and regulations apply to BOCs but state commissions may apply

them to incumbent local exchange carriers as well.

200 /

47 U.S.C. § 276(b).
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Please describe the types of payphone linesthat BOCs historically offered.

Historically, BOCs had offered two types of lines for payphone use: (1) anetwork controlled
Line(NCL) and (2) aCustomer Owned Customer Operated Telephone (COCOT) line. BOCs
payphones used NCL lines aimost exclusively with payphone sets referred to as “dumb”
payphones. A “dumb” payphone is a payphone set with all functions related to operation of
the payphone performed at the central office. BOCs did not make NCL lines available to
Independent Payphone Service Providers (“1PSP’). BOCs NCL line service is a bundled
service which includes several bundled elements and features such as answer supervision and
call screening. BOCs only made COCOT lines available to IPSPs which used “smart”
payphones. “Smart” payphones have acomputer board in the phonethat performs most, if not
all, of the central office functionsthat the NCL line providesto BOCs payphones. BOCsdid
not file tariffs for NCL lines. But, BOCs offered COCOT lines under filed tariffs known as
COCOT tariffs. COCOT tariffs set forth the elements and features that an | PSP may select on
an unbundled basis. The FCC adopted various regul ations implementing Section 276 of the

Act.

The First Payphone Order and the Payphone Reconsideration Order,®* required BOCs to

201 /

See Implementation of the Pay Telephone Reclassification and Compensation Provisions of the

Telecommunications Act of 1996, CC Docket No.. 96-128, Report and Order, 11 FCC Rcd 20541 (1996) (“First
Payphone Order” or “First Report”) and I mplementation of the Pay Telephone Reclassification and Compensation
Provisions of the Telecommunications Act of 1996, CC Docket No. 96-128, Order On Reconsideration, 11 FCC Red
21233 (1996) (Payphone Reconsideration Order).
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implement nonstructural safeguardsto ensurethat nondiscriminatory serviceisavailableto all
payphone operators and to ensure that any payphone operator has the option to use either
“dumb” or “smart” phones or any combination of the two. The FCC required that BOCs,
including ILECs, either reclassify their payphone assets to a non-regul ated payphone account
or transfer such assets to an affiliate or a separate operating division. Thus, payphone assets
are treated for regulatory purposes as a nonregulated service. Payphone assets includes all
facilities related to payphone service with the exception of network services which would
continue to be provided by the LEC as regulated services. The FCC’s orders require that
services provided to payphones by BOCs are regulated services and must be provided under
tariffs. In particular, the FCC stated at paragraph 169 of its Reconsideration Order that:“We
conclude that the payphone assets to be reclassified or transferred include all facilities related
to payphone service, with the exception of loops connecting the payphonesto the network, the

central office “coin-services,” and operator service facilities supporting incumbent LEC

payphones.”

Network services include transmission services which include local 1oop, central office coin

services and operator service facilities. These transmission services are part of the network

equipment necessary to support basic telephone services. 2

202 /

See 1159 of the First Payphone Order that provides that these three services are part of the network

equipment necessary to support basic payphone service.
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The FCC reiterated in its Payphone Reconsideration Order at 162 -- that the FCC requiresin
accordance with its First Payphone Order -- that LECs must provide any network service
upon request, when the FCC stated: “In addition, as required by the Report and Order, any
basic network services or unbundled features used by alLL EC's operationsto provide payphone
services must be similarly available to independent payphone providers on a
nondiscriminatory, tariffed basis.”

Please describe thetariff requirements.

The FCC requiresthe filing of Federal and state tariffs for basic payphone services provided
by the BOCsto its payphones and to COCOT payphones.?®® These payphone tariffs must be
cost based, contain no subsidies, and be nondiscriminatory. Under the Payphone
Reconsideration Order, BOCswererequiredtofileaComparably Efficient Interconnect (CEI)
plan for payphone service and have the plan approved by the FCC. The CEI plan had to
describe how the BOC would comply with the FCC'sequal accessand nonstructural safeguards
for the provisions of nondiscriminatory payphone service for NCL and COCOT service. As
part of the CEI Plan, the BOC had to certify that (1) it has an effective cost accounting manual
("CAM") filed with the FCC; (2) it has an effective interstate CCL tariff reflecting areduction
for deregulated payphone costs and reflecting additional multiline subscriber line charge
("SLC") revenue; (3) it has effective intrastate tariffs reflecting the removal of charges that

recover costsof payphonesand any intrastate subsidies; (4) it has deregulated and reclassified

203 /

See Payphone Reconsideration Order at 1 162-167.
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or transferred theval ue of payphone customer equipment (“ CPE”) and rel ated costsasrequired
inthe First Payphone Order; (5) it hasin effect intrastatetariffsfor basic payphone service (for
both“dumb” and “smart” payphones); and (6) it hasin effect intrastateand interstate tariffsfor

unbundled functionalities associated with those lines.?*

Each BOC submitted a CEIl plan and the FCC approved the various CEIl plans. Asaresullt,
COCOTs can now offer payphone service using either “smart” or “dumb” payphone sets or
some combination of thetwo inamanner similar to Local Exchange Carriers(“LEC”). Atthe
Federal level, the FCC required BOCs to file Federal tariffs for payphone-specific, network
based features and functionsthat they provided separately and on an unbundled basisfrom the
basic payphone line. The BOCsfiled the appropriate tariffs. The FCC instructed the BOCs
to file additional Federal tariffsif any of the following circumstances occurred: (1) if aBOC
chose to unbundle additional payphone-specific features and functions, (2) if states require
further unbundling, or (3) if an IPSP requests additional unbundled features and functions
through the Open Network Architecture (“ONA”) 120-day service request process.
Arethere state tariff requirementsaswell?

Yes. In addition to Federal tariffs, the FCC directed that state tariffs be filed for NCL and
COCOQOT payphone service offerings. State tariffs and Federal tariffs had to be cost based,

contain no subsidies and be nondiscriminatory. The FCC defined cost based to mean that

204 /

See Payphone Reconsideration Order at 1 131-132.
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tariffsmust be priced in accordancethe” new servicestest” set forthin 47 C.F.R. 861.49. The
new servicetest isacost-based test that establishesthedirect cost of providing the new service
asaprice floor and then areasonable level of overhead is added to derive the overall price of
the new service®® If thetariff price of aservice exceedsthe price floor established under the
new servicetest, thetariff iscost based. After tariffsarefiled, thetariffs must bereviewed for
compliancewith the FCC’ sother requirementswhich includethat tariffs contain no subsidies,
are nondiscriminatory, and comply with Sections 201 and 202 of the Act.*® The FCC
delegated to the State commissions, the obligation to review state tariffs for compliance with

207

Section 276 of the Act and the FCC's implementing regulations.

Q: Please describe the FCC-established accounting safeguardsfor tariffs.

The FCC mandated certain accounting safeguards for all tariffs. In particular, the FCC
required BOCs to comply with five safeguards: (1) establishment of effective accounting
procedures, in accordance with Commission's Part 32 Uniform Systems of Accounts

requirements and affiliate transactions rules, as well as the Commission's Part 64 cost

25/ seel/M/O Local Exchange Carriers Payphone Functions and Feature; Bell Atlantic Telephone

Companies Revisions to Tariff F.C.C. No. 1; GTE System Telephone Companies Revisions to Tariff F.C.C. No. 1;
GTE Telephone Operating Companies Revisions to Tariff F.C.C. No. 1, FCC 97-392, Memorandum Opinion and
Order at 2 (released October 29, 1997) (Memorandum Opinion and Order).

2%/ 47U.S.C. 88 201 and 202.
27 See Payphone Reconsideration Order at 1163; see also Id. at n. 492 (noting that the “ new services test
required in the First Payphone Order is described at 47 C.F.R. Section 61.49(g)(2)"); See I/M/O/ Bell Atlantic
Telephone Companies' Comparably Efficient Interconnection Plan for the Provision of Basic Payphone Service;

I mplementation of the Pay Telephone Reclassification and Compensation Provisions of the Telecommunications Act
of 1996, DA 97-791, 12 FCC Rcd 4275, at 11 62-63 (1997).
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allocation standards; (2) thefiling of cost allocation manuals(CAMs) reflecting theaccounting
rules and cost allocation standards adopted by each BOC; (3) mandatory audits of carrier cost
allocations by independent auditors, who must state affirmatively whether the audited carrier's
allocations comply with their cost allocation manuals; (4) the establishment of detailed
reporting requirements and the development of an automated system to store and analyze the
data; and (5) the performance of on-site audits by Commission staff. The FCC’s approval of
every CEI Plan was conditioned upon each BOCs' compliance with these five safeguards and
each BOC's commitment to file changes to its CAM to cover the accounting revisions

necessary to reflect the transfer of payphone assets to a non-regulated service.

A Cost Allocation Manual isatool for identifying subsidies.

Please describe generally the FCC'srulesthat govern carriers'' cost allocation.

The FCC in 1987 established two complementary sets of rules, one governing how carriers
allocate their costs between regulated and non regulated activities, and the other governing
transactions between regulated and non regulated lines of business. These rules ensure that
regul ated servicesdo not improperly subsidize non regul ated services. Subsidization canoccur
in two ways: (1) by pricing services provided by the regulated portion of the businessto the
non regulated portion of the business below cost, and (2) by pricing services provided by the
non regulated portion of the businessto the regul ated portion of the business at inflated prices.
Asaresult of the FCC's deregulation of payphone assets, the FCC directed the BOCsto revise

their CAM filings to reflect the new regulatory treatment of payphones. BOCS network
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services would remain regulated services provided under filed tariffs while payphone
operations to the public would be a non regulated service. The FCC approved the revised
CAM filings in June of 1997.*® The FCC in the CAM Approval Order, emphasized the
appropriate standards for pricing transactions between regulated and non regul ated business

lines for payphone services when it stated at 7:

Section 32.27 of the Commission’s rules prescribe rules that govern transactions between a
carrier andits nonregulated affiliates (footnote omitted). Section  32.27(b) protects ratepayers
by requiring that when an unregulated affiliate transfers assets to or performs servicesfor the
carrier, those assets or services are not charged to the carrier’s regulated operations at an
inflated price. Similarly, when the carrier transfers assets to or performs services for an
unregulated affiliate, section 32.27(c) ensures that the regul ated operations are compensated
for the full value of such assets or service (footnote omitted). These rules protect against
subsidization of unregulated affiliates by regulated operations, which could be both

anticompetitive and detrimental to ratepayers.

Theserulesresult in the segregation and apportionment of revenue and expenses between the

a BOC's payphone operation and a BOC's regulated operation which assists in the

208 /

See I/M/O Local Exchange Carriers Permanent Cost Allocation Manual for the Separation of Regulated

and Nonregulated Costs, DA 97-1244, (released June 13, 1997) (CAM Approval Order).
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identification and elimination of subsidies. Under this framework, the purchase of network
services from the BOC' s regulated operation are expenses to the payphone operation and
revenueto the BOC’ sregulated operation. If al payphonerevenuesexceed all payphone costs
incurred by aBOC in its payphone operation, then the payphone operations is subsidy-free.
Similarly, if regulated services are provided above incremental cost, and below stand-alone

costs, no subsidy can exist from regulated services.

The FCC directed state commissionsto apply federal standards.

Please describe state PUCS' role, as set forth by the FCC.

The FCC directed State commissions to review all payphone tariffs and determine whether
tariffsarecost based, contain no subsidies, are nondiscriminatory, and are otherwise consistent
withtheAct, includingthe FCC’ snonstructural safeguards. The FCC rejected the position that
the FCC should review the reasonableness of payphone servicetariffsin light of tariffsfiled
at the state level.”® The FCC stated clearly that State commissions must apply the FCC
reguirements to new and previoudly filed tariffs as part of the review of intrastate payphone

tariffs.?©

An independent analysis must be made. One cannot assume that previously
approved tariffs comply with the FCC's payphone requirements.
Did the FCC make other directives affecting payphone tariffs?

Yes. Onthe Federa level, the FCC directed the BOCs to eiminate the carrier line common

209 /

210 /

See Memorandum Opinion and Order at 1 12.

See Payphone Reconsideration Order at 1 163.
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charge (“CCL") subsidy. BOCs were directed to reduce their interstate CCL charges by an
amount equal to the interstate allocation of payphone costs currently recovered through those
charges. In addition, the FCC required that BOCs remove from their regulated intrastate and
interstate rate structures all other payphone subsidies®* Asaresult, BOCsand ILECswere
required to filerevised tariffsno later than January 15, 1997 with the Common Carrier Bureau
to reduce their interstate CCL charges by an amount equal to the interstate allocation of
payphone costs currently recovered through those charges and file state tariffs no later than
April 15, 1997 that reflected the removal from its intrastate basic payphone service rates any
charges that recover the costs of payphones. More importantly, the FCC required states to
determine the intrastate rate elements that must be removed to eliminate any intrastate

subsidies.

All payphone tariffs whether filed at the FCC or with states are subject to and must be
reviewed for compliancewiththe FCC'srequirements. Asdiscussed above, the FCC del egated
to the states the authority to review al intrastate payphone tariffs and the FCC required that

a state apply these requirements and the Computer 111 guidelines to the review of tariffs for

At the Federal level, VNJ (formerly Bell Atlantic), asa price cap LEC had to use the following method to

remove payphone costs from its CCL rates: (1) VNJ had to develop a common line revenue requirement using
ARMIS costs for calendar year 1995; (2) VNJ had to devel op a payphone cost allocator equal to the payphone costs
in Section 69.501(d) divided by total common line costs, based upon 1995 ARMIS data; and (3) VNJ had to reduce
its PCI in the common line basket by this payphone cost allocator minus one.
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intrastate services provided to payphones.??

Section 276(c) of the Act grantsthe FCC authority to preempt state requirements that conflict
with or that are inconsistent with the FCC's Federal standards. Thus, the FCC has the
authority to regulate intrastate matters regarding payphones and preclude inconsistent or
conflicting regulationsby State commissions. The FCC’ sjurisdictionand authority to regulate
payphones, including imposing mandatory Federal standards on the states, was sustained on
review by the District of ColumbiaCourt of Appeals. The Supreme Court of the United States
declined to grant certiorari from the decision of the District of Columbia Court of Appealson
March 30, 1998.2® Therefore, State commissions by law must follow the FCC standardsin

the review of intrastate payphone tariffs.

Q: How arethese issuesrelevant to the Sprint Payphone Proceeding?

The Board needs to find that the “new services test” is appropriate to use to review the
intrastate tariffs of Sprint Payphone and then after appropriate payphone rates are set, the

Board needs to determine whether all subsidies have been removed.

22] see Implementation of the Payphone Reclassification and Compensation Provisions of the

Telecommunications Act of 1996, CC Docket 96-128, Order, 12 FCC Rcd. 20997 at 1 2 (1997) ( Payphone
Clarification Order); Paragraph 2 providesin pertinent part: “ Tariffs for payphone services, including unbundled
features and functions filed pursuant to the Payphone Reclassification Proceeding, must be cost-based,
nondiscriminatory, and consistent with both consistent Section 276 and the Computer 111 tariffing guidelines.” The
RBOC Caalition in this proceeding argued that the “new services test” did not apply to state tariffing of payphone
services. The FCC flatly rejected that argument in 1 31-32 of the Payphone Clarification Order.

23 <ee lllinois Public Telecommunications Association v. The Federal Communications Commission et al.,

117 F.3d 555(D.C. Cir. 1997), amended 123 F.3d 693 (D.C. Cir. 1997), certiorari denied, March 30, 1998, 1999 US
LEXIS 2146, 66 U.S.L.W. 36309.
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The subsidy portion of the proceedings will involve the following:

1)

2)

3)

4)

5)

6)

Sprint Payphone has the burden of proof to demonstrateit complieswith FCC
Federal Standard under Section 276 of the Act.

FCC Federa Standards and the Board's adoption of the “new services test”
requirethat Sprint payphonetariffs must be cost-based, contain no subsidy, and
be non-discriminatory.

A fully distributed cost analysisistheappropriate methodol ogy for determining
whether no subsidies exist.

Under afully distributed cost analysis, al payphone revenues must exceed all
payphone costs.

Sprint Payphone may not rely on previously filed and approved Statetariffsas
asubstitutefor performingan FDC (fully distributed cost) analysisto determine
compliance with the FCC’s Federal Standards and that the analysis must
demonstrate that the intrastate tariffs are cost-based, contain no subsidies, are
non-discriminatory, and are otherwise consistent with the Act, including the
FCC's non-structural safeguard standards.

Sprint Payphone must provide income and expense data for 1997 and for
subsequent periodsto show that its payphone operations contain no subsidies

asof April 5, 1997 and remain subsidy free today.
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The new servicestest also appliesto Sprint’s Payphone service.

Q: HastheFCC examined the" new servicestest” sincetheinception of the Sprint Payphone

Proceeding?

A: Yesit has. Inresponseto Wisconsin Commission’ sbelief that it lacked jurisdiction under state

law to ensure that the rates, terms, and conditions applicable to providing basic payphone
services comply with the requirements of Section 276 of the Act and the FCC’ s Payphone
Orders,** the FCC's Common Carrier Bureau sent aletter to the Wisconsin Commission that
required the four largest LECsin Wisconsin to filewith the FCC tariffsthat set forth the rates,
terms, and conditions associated with payphone service, along with the required
documentation. In addition it issued an Order?™ that clarified those termsthat was applicable
toall ILECs. Subsequent to the Bureau Order, the FCC issued its own Memorandum Opinion
and Order in response to an application for review from the LEC Coalition that essentially

affirmed most of the Bureau Order's findings.*®

24 See lllinois Public Telecommunications Association v. The Federal Communications Commission et al.,

117 F.3d 555(D.C. Cir. 1997), amended 123 F.3d 693 (D.C. Cir. 1997), certiorari denied, March 30, 1998, 1999 US
LEXIS 2146, 66 U.S.L.W. 3639.

25/ Inthe Matter of Wisconsin Public Service Commission: Order Directing Filings, DA No. 00-347, Order, 15
FCC Rcd 9978 (March 2, 2000) (Bureau Order).

216/ In the Matter of Wisconsin Public Service Commission: Order Directing Filings, FCC No. 02-25.

Memorandum Opinion and Order, 17 FCC Rcd 2051 (January 31, 2002) (Wisconsin Order), affirmed New England
Public Communications Council v. FCC, 334 F.3d 69 (D.C. Cir. 2003).
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What position did the FCC adopt on the “new services test” and its application to
payphoneratesin its Wisconsin Order.
The FCC affirmed the Bureau's order that the “new services test” requires the use of a
consi stent methodol ogiesin computing direct costsfor rel ated servicesand that a“total service
long run incremental cost” (“TSLRIC”) methodology is one of severa forward- looking
methodologies that can be used.?” The FCC also opined that overhead | oading factors under
the “ new servicestest” that are based upon UNE overhead factors are acceptable.”® The FCC
held:
In sum, we establish a flexible approach to calculating BOC's overhead
allocation for intrastate payphone line rates. States may continue to use UNE
loading factors to evaluate BOC' s overhead allocation for payphone services,
but we do not required that UNE overhead allocations must serve asaceiling
on payphone service overhead loading. To evaluate such a ceiling, states
should use the methodology from either the Commission’s Physical
Collocation Tariff Order or ONA Tariff Order. Consistent with Commission
precedent, the BOC’ s bear the burden of justifying their overhead allocations
for payphone services and demonstrating compliance with our standards.**
Lastly, the FCC opined that BOC's payphone line rates should be adjusted to account for
subscriber line charge (“ SLC”) by reducing the monthly per line charge determined under the

new services by theamount of the applicable SLC in effect at thetimetheratesarereviewed.

217 /
218 /
219 /

220 /

Wisconsin Order at Y 24, 49-50.
Id. at § 52.
Id. at § 58.

Id. at 7161, 68.
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Insummary, thedirectivesby the FCC inits Payphone OrdersanditsWisconsin Order arethat
the BOC must show that its line rates reflect its forward-looking economic costs (FLEC),
whichisalso consistent with the pricing approach taken by the FCC inits Local Competition
Order. FLEC is composed of two parts. the direct cost of the service and the share of the
forward-looking joint and common coststhat the service shareswith the provisioning of other
services. The FCC found that ILECs are not subject to the “new servicestest” under Section
276, but state commissions could impose such requirements under state law.

Does the FCC specify the exact costing methodology required to implement the “new
servicestest”?

No. Other than requiring that it be a forward-looking economic cost similar to that set forth
inthe Local Competition Order?* the FCC isnot otherwise definitive about the exact costing
methodology the BOC should employ.

What directions does the FCC provide for addressing the problem of overhead costs?
The Wisconsin Order?? paraphrases the statement from the Bureau Order® :
the LECs must justify the methodol ogy used to determine [payphone service]
overhead costs. Absent justification, LECs may not recover a greater share of

overheads in rates for the service under review than they recover in rates for
comparable services. Given that the new services test is a cost-based test,

221/

In the Matter of Implementation of the Local Competition Provisions in the Telecommunications Act of

1996, CC Docket No. 96-98, First Report and Order, 11 FCC Red 15499 (August 8, 1996) (Local Competition

Order).

222/

223/

Wisconsin Order, para. 51.

Bureau Order, para. 11.
REDACTED VERSION

125



O~NO Ol WNBE

10

11

12

13

14

15

16

17

18

19

20

21

22

Direct Testimony of Susan M. Baldwin
NJ BPU Docket No. TM05080739

overhead allocations must be based on costs, and therefore may not be set
artificially high in order to subsidize or contribute to other LEC services. For
purposes of justifying overhead allocations, UNES appear to be “comparable
services’ to payphone line services, because both provide critical network
functions to an incumbent LEC's competitors and both are subject to a
“cost-based” pricing requirement. Thus, weexpectincumbent LECstoexplain
any overhead allocations for their payphone line services that represent a
significant departure from overhead allocations approved for UNE services.
Again, the FCC setsamoreflexibletone by allowing Statesto use UNE loading factorsfor the
BOC'soverhead allocation for payphone services, but states, “[w]ewedo not requirethat UNE
overhead allocations must serve as a ceiling on payphone service overhead loading. To
evaluate such a ceiling, states should use the methodology from either the Commission’s
Physical Collocation Tariff Order or ONA Tariff Order. Consistent with Commission
precedent, the BOCs bear the burden of justifying their overhead allocations for payphone
services and demonstrating compliance with our standards.” %
Has Sprint Payphone demonstrated its compliance with the FCC requirements?
Noit hasnot. Thereisnothing ontherecord, thusfar, inthis proceeding that would alow any
independent analysis of whether or not Sprint Payphonefiling has satisfied the “ new services
test”. Asrequired by the FCC directives, any rate revision of payphone line rates must be
accompanied by the necessary cost support data and analysis as a first step in determining

whether or not the Sprint Payphone has satisfied the “new servicestest.” Sprint Payphone has

failed to take that first step.

224 /

Wisconsin Order, at 1 58.
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The FCC’snon-structural safeguards areinsufficient to prevent cross-subsidization.

Q:

Are the non-structural safeguards instituted by the FCC sufficient in preventing
cross-subsidization in payphone oper ations?

No. Thenon-structural safeguards can be viewed as necessary, but not sufficient in preventing
cross-subsidies or ensuring the elimination of all subsidies. Sprint isan upstream provider in
a regulated market supplying intermediate inputs (lines and supplementary services) to its
competitorsin an essentially unregul ated, competitive downstream market - payphonecalling.
The danger of overcharging or engaging in someform of prizefreezeisminimized by the new
services test discussed above. And to a certain extent the new services test also reduces the
ability to engage in cross-subsidization of the unregulated payphone-calling operations since
the new services test requires the removal of al subsidies. However, athough the FCC has
developed a set of accounting rules and policiesto non-structural separate the provisioning of
lines and associated servicesfrom the non-regulated payphone calling service, thetwo entities
aretill part of the sameoverall firm and the only real separation isdueto accounting rulesand
regulations, which are only sufficient if thereisan independent analysis of the costs attributed

to each of the two distinct entities.

In addition, the payphone industry exhibits two characteristics that increase its vulnerability
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to cross-subsidies - high level of common costs**  and monopoly power (in the supply of
payphone lines and associated network services - e.g., the central office coin-service, or
operator servicefacilities).  Eventhe Senate, in its Committee Report, similarly recognizes
that BOCs have the “incentive and the potential for al the forms of discrimination,
cross-subsidy, and leveraging of bottleneck facilities that both the divestiture and the
Commission’ sregulatory regimefor competitive[BOC] offeringsare supposed to prevent.” %

What are the FCC’s rules and policies on how to handle the possibility of subsidies

Asshown above, Section 276 of the Act directed the FCC to proscribe safeguards so that: “ ...
any Bell operating company that provides payphone service - (1) shal not subsidize its

payphone service directly or indirectly from its telephone exchange service operations or its

Throughout its various orders, including the Wisconsin Order, the FCC has responded to this

directive by statementsthat instruct the BOCsand other payphone-calling providersto remove

Q:
within payphone oper ations?
A:
exchange access operations.” %’
225/

“The vast mgjority of the costs of providing payphone services are fixed costs that are common (also

referred to as “joint and common”) to the provision of all payphone services. These fixed common costs include the
capital cost of buying and instaliing a payphone in a particular location and certain monthly recurring costs, such as
the cost of leasing the local line and monthly maintenance and overhead costs, also known as sales, general, and
administrative (SG&A) costs.” Third Payphone Order, para. 31.

226/

227/

S. Rep. No. 104-23, at 57-58 (March 30, 1995) (emphasis added).
47 U.S.C. Section 276(a)(1).
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subsidies from their payphone operations.
We aso order that subsidies from basic telecommunications services paid to
some carriers for providing payphone services be terminated as soon as it is
practicable. We condition the competitive entry of these carriers into the
nonregulated activity of providing payphone services on their termination of
these subsidies.
Because LECs will terminate, pursuant to Section 276(b)(1)(b), subsidies for
their payphoneswithin one year of the effective date of the rulesadoptedinthis
proceeding.”
The full details on the removal of subsidies associated with access are given in paragraphs
181-183 of the First Report.
Has Sprint Payphone provided the requisite cost support to show that its payphone
oper ations contains no subsidies?
No. The present filing provides no current data or analysis to determine whether payphone
operations are subsidy-free at this time.
Even though Sprint Payphone has not submitted an analysisto show that its payphone
operationsar e subsidy-free, istherea consensus cost methodology that would allow one
to determineif a subsidy exitsor not?
There is no consensus amongst either accountants or economists as to the correct costing

approach needed for determining whether a subsidy is present. The problem derives from the

allocation of joint and common costs. There are several theoretical economic approachesthat

228/

229/

First Report, para. 4.

First Report, para. 50. For details on implementation, see First Report, paras. 181-183.
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would be difficult to implement. Section 276 of the Act isexplicit that al subsidies must be
removed without any qualification limiting the methodology to be used. Therefore, under
Section 276, all tests for subsidies must be satisfied in order to comply with the law, as
implemented by the FCC. Thisincludescompliancewith afully distributed cost (FDC) subsidy
analysis where al income must exceed all expenses. #°

What hasbeen thecost methodology favor ed by theFCC in deter mining cr oss-subsidies?
The FCC has generally favored FDC in testing for subsidies. Thiswas the evidence set forth

in the NJ Payphone Proceeding and acknowledged by the ALJ: “(3) A fully distributed cost

analysisis the appropriate methodology for determining whether no subsidies exist.”

Sprint Payphone has filed no subsidy analysis with respect the current proceeding to
demonstrate compliance with Section 276 of the Act. The Board should require Sprint
Payphone to show that the proposed rate satisfies the new services test and that its payphone
operation continues to have all subsidies removed.

Please summarize your testimony regarding Sprint’s payphone oper ations.

My testimony primarily addresses two issues: (1) the FCC rules and policies regarding the
payphone lines and the “new services test”, and (2) the FCC's rules and policies regarding

subsidies in payphone operations. By not submitting the supportive data or analysis, Sprint

230 /

One such methodology is Activity Based Costing, which is viewed as a more sophisticated means of

implementing FDC, not as a departure from FDC.
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Payphone has shown that it proposed payphone line rates satisfy Section 276 of the Act in any
respect.

Do you have any recommendation to address your concer ns?

Yes. Sprint Payphone should be directed by the Board to provide testimony that includes the
cost support, analyses, and related data to show compliance with the “new services test” and
that no subsidy existsat thistime. Absent support being filed, the Petition regarding payphone
line rates should be rejected. | reserve the right to supplement by Direct Testimony, if and

when, Sprint Payphone supplementsits filing to comply with Section 276 of the Act.
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V. RECOMMENDED CONDITIONS

The Board should impose conditions to mitigate and/or prevent harms to consumers and to
enhance and/or increase thelikelihood of benefitsfor consumers.

Q:

A:

Ms. Baldwin, do you believethe Board should approvethe Joint Petition carte blanche?
No. First of al, thereisinsufficient information at this point to assess whether the spun off
company would befinancialy viable, whether consumers are being properly compensated for
branding, yellow pages, and the spinning off. Furthermore, until Sprint completes filings for
SEC it is premature to expect the Board and the parties to assess the merits of the proposed
transaction. If the Board approves the transaction, it should only do so contingent upon
explicit conditions that would (1) mitigate and/or prevent harmsthat the transaction r would
likely cause and (2) enhance and/or increase the likelihood of benefits. Furthermore, these

conditions should be designed so that:

. The Board, competitors, and consumers can readily monitor the Joint Petitioners
compliance.
. TheBoard can enforcethem (i.e., thefinancial incentivesfor compliancearesufficient,

and the Joint Petitioners compliance can be assessed).

. The conditions do not sunset, but rather only terminate based upon an affirmative
finding by the Board that they are no longer necessary. The Joint Petitioners should
bear the burden of proving that the conditions are no longer necessary.

Do you have any preliminary recommendations to offset the risks that the proposed

transaction creates?

Yes. As presently structured, the risks to consumers greatly exceed the nebulous benefits.
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Among other conditions, the Joint Petitioners should commit to the following in order to

mitigate the significant risk that the proposed divestiture poses for residential and business

consumers in United NJ s territory:

A five-year rate freeze for basic local exchange service

A Yeéllow Pages credit of $65 million for consumers

A divestiture credit based on the spinning off of LTD, as discussed in detail in my
testimony.

Establishment of up-to-date service quality standards and financial incentives for
compliance, aswell as measurable milestonesfor remedying declining service quality.
Deployment of stand-alone DSL, available for all consumers®*

Deployment of fiber in United NJ s territory

Expanded efforts to increase Lifeline participation.

Sprint Nextel should guarantee the debt obligationsthat L TD assumesand should also
guarantee all pension obligationsfor LTD..

The debt instruments should be modified to remove any requirement that excess

earnings must be applied to the debt obligations.

In his concurring statement in the FCC’s Verizon MCI Merger Order, FCC Commissioner Adelstein stated:
“By conditioning this merger on the offering of a stand-alone DSL broadband offering, we create an opportunity for
the development of competitive Voice Over Internet Protocol (VolP) and help spur innovative communications
technologies. According to consumer advocates, many consumers will want bundled services, but when companies
unilaterally mandate that broadband and phone services be purchased together, they diminish the incentive of
consumers to purchase Vol P phone service from competing providers or to rely on wireless service as their primary
option.” He also aptly observed that “[a] stand-alone DSL offering is an important contribution to the marketplace,
but | do not pretend that it is a panacea. It will not provide greater choice for those who cannot afford DSL or who
do not have DSL availablein their area.”
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. Submission of comprehensivetestimony demonstrating Sprint Payphone’ scompliance
with FCC directives.

Based on my review of outstanding data responses and the recently submitted voluminous

responses, | may supplement and/or modify my proposed conditions. | am attaching all

discovery responses received to date as a confidential attachment to my testimony. See RPA

Attachment (Box 1-5)
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VI. CONCLUSION
Doesthis conclude your testimony at thistime?
Yes, at thistime. There are numerous outstanding responses to data requests, and, therefore,
| reserve my right to supplement my testimony based on my review of these forthcoming

documents.
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